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Notice to Readers
This Audit Risk Alert is intended to provide auditors o f financial statements of
construction contractors with an overview o f recent economic, industry, techni
cal, regulatory, and professional developments that may affect the audits and
other engagements they perform.
This publication is an other auditing publication as defined in AU section 150,
Generally Accepted Auditing Standards (AICPA, Professional Standards, vol.
1). Other auditing publications have no authoritative status; however, they may
help the auditor understand and apply the Statements on Auditing Standards.
If an auditor applies the auditing guidance included in an other auditing publi
cation, he or she should be satisfied that, in his or her judgment, it is both rele
vant to the circumstances of the audit and appropriate. The auditing guidance
in this document has been reviewed by the AICPA Audit and Attest Standards
staff and published by the AICPA and is presumed to be appropriate. This doc
ument has not been approved, disapproved, or otherwise acted on by a senior
technical committee of the AICPA.
Christopher Cole, CPA CFE
Technical Manager
Accounting and Auditing Publications
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How This Alert Helps You
.01 This Audit Risk Alert (alert) helps you plan and perform your con
struction contractor audits. This alert can also be used by an entity's internal
management to address areas of audit concern. This alert provides informa
tion to assist you in achieving a more robust understanding of the business,
economic, and regulatory environment in which your clients operate. This alert
is an important tool in helping you identify the significant risks that may re
sult in the material misstatement of financial statements. Moreover, this alert
delivers information about emerging practice issues and current accounting,
auditing, and regulatory developments.
.02 This alert is intended to be used in conjunction with the AICPA Audit
Risk Alert—2007/08 (product no. 022338kk). This alert can be obtained by
calling the AICPA at (888) 777-7077 or going online to www.cpa2biz.com. You
should refer to the full text of accounting and auditing pronouncements as well
as the full text of any rules or publications that are discussed in this alert.
.03 References to Professional Standards. When referring to the pro
fessional standards, this alert cites the applicable sections as codified in the
AICPA Professional Standards and not the numbered statements, as appropri
ate. For example, Statement on Auditing Standards (SAS) No. 54, Illegal Acts by
Clients, is referred to as AU section 317 of the AICPA Professional Standards.

Understanding the Entity and Its Environment and
Assessing the Risks of Material Misstatement
.04 An auditor must obtain a sufficient understanding of the entity and
its environment, including its internal control, to assess the risks of material
misstatement of the financial statements whether due to error or fraud, and to
design the nature, timing, and extent of further audit procedures. An auditor's
understanding of the entity and its environment consists of an understanding
of the following aspects:
•

Industry, regulatory, and other external factors

•

Nature o f the entity

•

Objectives and strategies and the related business risks that may
result in a material misstatement of the financial statements

•

Measurement and review of the entity's financial performance

•

Internal control, which includes the selection and application of
accounting policies

.05 The construction industry may be subject to specific risks of material
misstatement arising from the nature of the business, the degree of regulation,
or other external forces (for example, political, economic, social, technical, and
competitive forces).
.06 The auditor should obtain an understanding o f the entity's objectives
and strategies and the related business risks that may result in material mis
statement of the financial statements. Business risks result from significant
conditions, events, circumstances, actions, or inactions that could adversely af
fect the entity's ability to achieve its objectives and execute its strategies, or
through the setting o f inappropriate objectives and strategies. Just as the exter
nal environment changes, the conduct o f the entity's business is also dynamic,
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and the entity's strategies and objectives change over time. An understanding
of business risks increases the likelihood of identifying risks of material mis
statement. However, the auditor does not have a responsibility to identify or
assess all business risks. Most business risks will eventually have financial
consequences and, therefore, an effect on the financial statements. However,
not all business risks give rise to risks of material misstatement.
.07 After obtaining a sufficient understanding of the entity and its envi
ronment, including its internal control, an auditor should identify and assess
the risks of material misstatement at the financial statement level and at the
relevant assertion level related to classes of transactions, account balances, and
disclosures based on that understanding.
.08 Understanding and properly addressing, as necessary, the matters pre
sented in this alert will help you gain a better understanding of your client's
environment, better assess risks of material misstatement of the financial state
ments, and strengthen the integrity of your audits.

Economic and Industry Developments
The State of the Economy
.09 When planning and performing audit engagements, an auditor should
understand the economic conditions facing the industry in which the client op
erates. Economic activities relating to factors such as interest rates, consumer
confidence, overall economic expansion or contraction, inflation, and labor mar
ket conditions are likely to have an impact on the entity's financial statements
being audited.
.10 The U.S. real gross domestic product (GDP), the broadest measure of
economic activity, measures output of goods and services by labor and prop
erty within the United States and increases as the economy grows. According
to the Bureau of Economic Analysis, GDP increased at an annual rate of 2.9
percent in 2006, consistent with the pace of growth experienced in 2005 when
GDP increased by 3.1 percent. During the first quarter of 2007, GDP increased
by an annual rate of only 0.6 percent. However, according to second quarter
preliminary estimates, GDP increased at an annual rate o f 4.0 percent.
.11 The unemployment rate remained relatively unchanged during 2006,
holding between 4.4 percent and 4.8 percent, with an annual average rate of
4.6 percent representing approximately 7 million people. The 2006 rates repre
sent the lowest annual rate and total number of jobless since 2000, according
to the U.S. Department of Labor, Bureau of Labor Statistics. During the first
half of 2007, the unemployment rate averaged 4.5 percent. These data further
demonstrate the economic growth the United States has experienced since the
beginning of 2006.
.12 After a period of rising rates during the first half of 2006, the Federal
Reserve kept its target for the federal funds rate at 5.25 percent for 10 con
secutive meetings (June 2006-August 2007). At that time, the Federal Reserve
indicated future federal fund rate adjustments would likely depend upon the
outlook for economic growth and inflation. Since its August 2007 meeting and in
response to shaky financial market conditions, the Federal Reserve has taken
several action steps. It announced that it would provide reserves as necessary
through the open market to facilitate the orderly functioning of financial mar
kets by promoting trading in the federal funds market at rates close to the 5.25
percent target rate. On August 17, 2007, it announced that financial market
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conditions had deteriorated and tighter credit conditions and increased uncer
tainty have the potential to restrain economic growth. Then at its September
meeting, the Federal Reserve decided to lower its target for the federal funds
rate 50 basis points to 4.75 percent citing increased uncertainty surrounding
the economic outlook. The Federal Reserve also decided to decrease the discount
rate 50 basis points to 5.25 percent to consistently keep the spread between the
primary credit rate and the target federal funds rate at 50 basis points. Au
ditors should remain alert to developments in the financial markets and how
they may affect your audit engagements.

Industry Trends and Conditions
.13 Despite continued weakness in the residential sector, there have been
solid gains in most nonresidential construction sectors so far, and robust con
ditions are expected to continue for the remainder o f the year. The American
Institute of Architects (AIA) Consensus Construction Forecast Panel projects
growth o f 7.2 percent in nonresidential construction activity (after inflation ad
justments) for 2007, with an almost 9 percent jump in commercial activity, and
a healthy 5.4 percent increase in institutional facilities. They are projecting to
see much slower gains in 2008, but gains nonetheless. Commercial construction
is expected to edge up another 1.1 percent, with institutional activity growing
by 4.5 percent, producing an almost 3 percent gain in total activity for 2008.
.14 However, there is a growing list of concerns in the economic outlook.
The housing market continues to deteriorate and is not only slowing the econ
omy directly, but may cause consumers to decrease spending as a result of their
anxiety about falling home prices. Also, there is growing concern that inflation
may begin to accelerate in our economy. High oil prices continue to add pres
sure to inflation, and long-term interest rates have begun to trend up recently.
Inflation in building commodity prices has been a major source of disruption to
the construction industry in recent years, but fluctuations in commodity prices
have fortunately begun to moderate recently.
.15 Though most members of the AIA Consensus Construction Panel were
expecting a good year for nonresidential construction in 2007, so far this year
activity has largely exceeded even the most optimistic outlooks. Although total
construction spending slipped 0.4 percent in July (seasonally adjusted) and
residential fell 1.4 percent, nonresidential spending climbed 0.6 percent (the
tenth consecutive monthly gain). For the first seven months of 2007 combined,
total construction was down 3.4 percent, and residential plummeted 18 percent
compared to the same period in 2006. Those figures obscure the 15 percent jump
in nonresidential spending.
Construction Put in Place
.16 One of the most widely used measures of construction activity is con
struction put in place, which is tracked monthly by the Bureau of Statistics at
the U.S. Department of Commerce. The value of construction put in place is a
measure of the value of construction installed or erected at the site during a
given period. For an individual project, this includes the following:
•

New buildings and structures

•

Additions, alterations, major replacements, and so on to existing
buildings and structures

•

Installed mechanical and electrical equipment
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•
•

Installed industrial equipment, such as boilers and blast furnaces
Site preparation and outside construction, such as streets, side
walks, parking lots, utility connections, and so on

•

Cost of labor and materials (including owner-supplied)

•

Cost of construction equipment rental

•

Profit and overhead costs

•

Cost of architectural and engineering work

•

Any miscellaneous costs of the project that are on the owner's
books

.17 The total value of construction put in place for a given period is the sum
of the value of work done on all projects underway during this period, regardless
of when work on each individual project was started or when payment was made
to the contractors. For some categories, estimates are derived by distributing the
total construction cost of the project by means of historic construction progress
patterns.
.18 The following table presents details o f construction put in place for
various market segments. Note that the amounts are in billions o f dollars and
represent seasonally adjusted annual rates.
New Construction Put in Place
(Billions of Dollars—Seasonally Adjusted Annual Rate, in Current Dollars)

July 2007

July 2006

Private construction

$880.1

$930.9

Public construction

289.0

269.1

$1,169.1

$1,200.0

Office

$53.9

$45.1

Power

37.7

34.7

Commercial

82.4

77.2

Lodging

29.3

21.0

Other nonresidential

142.7

125.5

346.0

303.5

Total construction
Nonresidential building

Total nonresidential

534.1

627.4

Total private construction

$880.1

$930.9

Highways and streets

$74.3

$76.6

Infrastructure

39.7

36.9

Educational

83.0

69.9

Other public buildings

33.8

24.6

Other public construction

58.2

61.1

$289.0

$269.1

Residential building

Total public construction
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.19 The U.S. Census Bureau of the Department of Commerce announced
that construction spending during July 2007 was estimated at a seasonally
adjusted annual rate of $1,169.1 billion (0.4 percent below the revised June
2007 estimate o f $1,173.2 billion). The July figure is 2.0 percent below the
July 2006 estimate of $1,192.9 billion. During the first 7 months of this year,
construction spending amounted to $657.7 billion (3.4 percent below the $680.9
billion for the same period in 2006).
.20 Spending on private construction was at a seasonally adjusted annual
rate of $880.1 billion (0.7 percent below the revised June 2007 estimate of $886.3
billion). Residential construction was at a seasonally adjusted annual rate o f
$534.0 billion in July (1.4 percent below the revised June estimate of $541.8
billion). Nonresidential construction was at a seasonally adjusted annual rate
of $346.0 billion in July (0.4 percent above the revised June estimate of $344.5
billion).
.21 In July 2007, the estimated seasonally adjusted annual rate o f public
construction spending was $289.0 billion (0.7 percent above the revised June
estimate of $287.0 billion). Educational construction was at a seasonally ad
justed annual rate of $83.0 billion (1.9 percent above the revised June estimate
of $81.5 billion). Highway construction was at a seasonally adjusted annual rate
of $74.3 billion (0.8 percent below the revised June estimate of $74.9 billion).

Help Desk—You can access current statistics of construction put in
place and other construction industry information at www.census.gov.

Private Construction
Residential Building
.22 The residential building segment of the construction industry includes
new single- and multifamily housing as well as residential repairs and improve
ments. Conditions that have the most effect on the demand for residential con
struction include the following:
•

Housing affordability. Housing affordability is the extent to which
potential buyers have the means to purchase a home. Affordabil
ity can be measured in several ways by considering average home
prices and income levels. For example, some analysts create an
"affordability index" by comparing median home prices to house
hold income levels. As income levels get closer to housing prices,
the average home becomes affordable to more local residents.

•

Interest rates. Most homes are financed, and interest rates there
fore have a tremendous effect on the affordability of housing. As in
terest rates rise, the cost of home financing increases; as they fall,
the cost of financing decreases. However, interest rate changes do
not have an immediate impact on home-buying markets—usually
rates must be in effect for several quarters to reverse home-buying
trends.

•

Land availability and pricing. Because land is one of the major
costs of residential building, land availability and pricing have a
major effect on the affordability of housing. Housing prices will be
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affected as land suitable for residential building becomes scarce
in certain parts of the country.
•

Demographics. Shifts in demographics can have a significant effect
on housing demand. For example, the aging of the U.S. population
has increased demand for low-maintenance and multifamily hous
ing. A large number o f baby boomers are now entering their peak
earning years, which is expected to affect the affordability and
demand for single-family homes.

•

Market velocity. According to industry sources, more than half of
all home improvements occur within 18 months after a new owner
moves in, or within 12 months before the home is sold. Thus, dur
ing times when new and used home markets are active, residential
remodeling and improvement activity also increases.

.23 Housing starts have stabilized so far in 2007 at just below 1.5 million
units, but job-site spending has declined about 1 percent per month, reflecting
slower completion of homes and cutbacks in home size and amenities in a de
pressed sales market. Some industry analysts believe housing starts are near
the bottom for this cycle, although one or two lower monthly starts reports are
possible. Further, some believe recovery will be slow, held back by an oppressive
overhang of inventory o f homes for sale, which are mostly existing homes.
.24 All of the other usual drivers in the housing market are neutral to
slightly positive and are expected to improve through 2008. A leading business
information firm, Reed Construction Data, forecasts that about 40 percent o f the
2006-2007 drop in housing starts will be recovered by the end of next year. This
would still leave starts well below the underlying demographic trend demand
(that is, population and household growth and shifts). Such an anticipated re
covery requires the forecasted return to 3.0 percent real GDP growth, so that
the inventory surplus is absorbed almost as quickly as it appeared. However,
other housing forecasts are generally less optimistic.

Nonresidential Building
.25 The boom in nonresidential building construction continues but is
showing signs of peaking. Construction spending is now 15 percent higher for
the first 7 months of 2007 than for the same period in 2006, and the value
of starts is up 22 percent. Over that period, starts are up 29 percent for com
mercial buildings, 10 percent for institutional buildings, and have doubled for
manufacturing facilities.
.26 For-lease buildings remain the construction market with the fastest
growth. Year-to-date starts are up 55 percent for hotels, 46 percent for offices, 27
percent for stores, and 25 percent for warehouses. Job-site construction spend

ing for these buildings is up 24 percent year-to-date, and analysts expect con
tinued growth at about this pace or perhaps a little faster. These investment
buildings continue to be attractive to the financial market, although analysts
expect their relative attractiveness to ebb over the next year as completions
rise and restrain increases in rents and occupancy rates.

Public Construction
.27 Public construction was up 0.7 percent in July 2007 and 11 percent
year-to-date. The biggest component, education, rose 1.9 percent in July 2007
and 12 percent year-to-date. However, highway and street construction, which
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received a big boost in late 2005 and early 2006, was down 0.8 percent for the
month of July 2007 and was only 5 percent higher year-to-date. That partly
reflects lower prices for diesel and asphalt, but it also shows that states are
running short of highway funds as gas tax receipts slow. Accordingly, highway
spending could drop sharply in late 2008. In August 2007, the Congressional
Budget Office projected a $5 billion deficit in the federal Highway Trust Fund's
Highway Account in fiscal year 2009. Congress will need to bridge that gap to
keep road spending from plunging.
.28 The growth pace for institutional contracts has slowed due to the sharp
decline in tax-receipt growth over the last several quarters and the accompa
nying drop in public budget reserves. The tax situation is now reversing in a
stronger economy, so no further drop in the growth o f institutional starts is
expected. Healthcare is the strongest area of the institutional sector because it
is less dependent on tax receipts.

Surety Industry Trends
.29 The surety industry is critical to the well-being of the construction in
dustry. Nearly half of all work performed by construction contractors is bonded,
so any change in the surety market will have a significant effect on the construc
tion industry. The surety bond market is continuing to make a slow recovery.
As the economy improves, bonding companies are loosening up on the selfpreservation safeguards imposed when the reinsurance market plummeted.
.30 Reinsurance allows a bonding company to spread its risk among spe
cial reinsurance markets, lessening the effect of claims on any one company.
That market still has not fully recovered, leaving fewer reinsurance companies
available for bonding companies to spread risks. As a result, sureties offering
performance and payment bonds are more selective in allocating their capacity
and have less tolerance for underperforming or risky clients.
.31 Bonding companies are more judicious in that they are choosing clients
with stronger financial margins and high quality accounting presentations in
both internal and external reporting. Coming out o f a "hard" market, sureties
are still cautious, which means contractors often feel the consequences.
.32 Construction contractors that work for private sector owners may often
secure a job on a handshake, but contractors doing hard-bid work for public
agencies are required by law to be bonded. Larger contractors may have trouble
bonding projects over $100 million due to the reinsurance market. Contractors
sometimes find that the bonding capacity just is not available for larger sized
projects. In these cases, it may take the involvement of several surety companies
to secure the required bonding.
.33 In an attempt to avoid high bond premiums and potentially timeconsuming and expensive investigations, some contractors are turning to an
alternative form of protection against subcontractor default. Contractor de
fault insurance (CDI) is a policy that replaces traditional subcontractor bonds.
A construction contractor purchases the policy, which obligates the insurer to
reimburse the contractor for costs related to subcontractor default. The subcon
tractors are added to the contractor's policy instead o f requiring them to post
bonds.
.34 The advantages of an insurance policy over traditional bonds are lower
premium costs and a greater flexibility in addressing and resolving subcontrac
tor defaults. Because a surety is entitled to conduct a routine and often time
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consuming investigation in the case of a default, a CDI may bring a more timely
response to the problem. A contractor can remedy a situation by using its own
forces or by hiring a new subcontractor as soon as a subcontractor defaults and
then immediately submitting the costs for later reimbursement.

.35 On the other hand, there is no contractual obligation under a CDI
policy for an insurer to step in and complete a subcontractor's work, unlike a
bonding company. The CDI underwriter also has no payment obligation to a
subcontractor or its suppliers the way a bonding firm would. The construction
manager assumes these risks and is held to the terms and conditions o f the
insurance policy. When a loss is reimbursed, the payout is subject to typically
large deductibles, copayments by the insured, and strict project-specific and
overall loss limits.
Construction Cost Trends
.36 From early 2004 to mid-2006, the construction industry was plagued by
runaway materials cost increases. Many of these price increases have slowed
or even reversed course modestly in recent months. Unfortunately, it seems
likely that the current calm is only a lull between storms and not a return
to the inflation-free period of 2001-2003. However, economists at the Associ
ated General Contractors of America (AGC) and McGraw-Hill Construction say
contractors can expect a better year for most materials, despite uncertainties
about fuel prices. However, unknowns include how much pressure on materials
and prices will be eased by the housing slowdown, how the tighter immigration
policies in some states will affect the labor market, and what will happen in
Congress.
Asphalt
.37 According to AGC, the biggest concern in materials for 2007 and beyond
is probably asphalt. Asphalt was in short supply in 2006, and prices spiked as
high as 30 percent in some areas. Colorado, Hawaii, and Wyoming experienced
some of the worst shortages. This same scenario could play out again because
many refineries are planning to install new cokers and eliminate the residual
that has been sold as asphalt. Construction contractors need to work closely
with their asphalt suppliers regarding upcoming changes in the source and
availability o f the supply and be prepared to look further afield. This will be an
evolving situation even beyond 2007. Other refineries might decide to supply
markets they had not been serving before as they adjust their product lines to
maximize profit levels.

Copper
.38 Economists at both AGC and McGraw-Hill expect copper prices to
remain elevated. Construction contractors buying pipe or wire can expect only
slight fluctuations in prices. Contractors must also be mindful of widespread
thefts and vandalism of copper products from storage and building sites. There
is some potential for a price decrease as a result of the lower demand in the
housing market. Overall, copper prices will continue to be high in 2007.
Steel
.39 Steel should be widely available this year; however, concern over the
demand from China continues to exist. There have been some impressive in
creases in China's own industrial capacity, and contractors should monitor this
situation to gauge the effect on the steel market in 2007 and beyond.
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Cement
.40 Cement supply has been a troublesome area in the past but will proba
bly be less so in the future. There has been an expansion of the domestic supply,
which should continue, as well as continued increase in supply from Mexico.
Price increases should be moderate, perhaps somewhere around 3 percent to 5
percent.
Gypsum
.41 According to economists at AGC and McGraw-Hill, the sharp decline in
housing and remodeling construction will make for significantly lower demand
for gypsum. Gypsum prices were up approximately 20 percent in 2006 but only
3 percent to 4 percent in 2007. The further good news is that prices for gypsum
should actually decrease in the future, maybe even as much as 10 percent to 20
percent, as demand drops.
Fuel
.42 According to McGraw-Hill, the price pressures will not be as extreme
in the future as in the current environment. The likelihood of any sharp decline
in prices is remote. A slowing U.S. economy and less demand could affect prices
this year, but the fuel market is a difficult market to predict. There is significant
volatility and a multitude of factors that affect fuel supply and consequently
pricing, including strikes, weather, wars, and political instability.
Construction Plastics
.43 The supply o f PVC pipe was very tight after the hurricanes in late
2005, and prices increased 5 percent in 2006. However, prices should be flat
or even slightly lower for construction plastics in 2007 and beyond, according
to AGC. In addition, there is ample supply, primarily because the decrease in
home building is reducing demand pressures on existing suppliers.

Legislative and Regulatory Developments
Three Percent Withholding Tax
.44 In 2012, a new law will require federal, state, and local governments to
withhold 3 percent from all payments for goods and services as a guard against
possible business tax evasion. This far-reaching new requirement was inserted
as a last-minute revenue raiser into the Tax Reconciliation Act of 2005 that
was signed by the President in May 2006. The law does the following:
•

Requires withholding of 3 percent on all government payments
for products and services made by the federal, state, and local
governments with total expenditures of $100 million or more

•

Affects payments for goods and services under government con
tracts as well as payments to any person for a service or product
provided to a government entity (for example, Medicare and cer
tain grants)

.45 According to a 2006 Construction Financial Management Association
Survey, construction companies make, on average, 2.2 percent per contract. If
this law is implemented, the government may withhold more than the profit
from every contract, in theory to pay for business taxes. This over-withholding
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may result in severe cash flow deficiencies, increased costs for bonding and
lowered bonding capacity, and possibly bankruptcies.
.46 For example, if a small business contractor holds one government con
tract estimated to be completed in one year for $10 million, this law requires
withholding of $300,000 on that contract. Meanwhile, the contractor expects to
net approximately 2.5 percent, or $250,000, after paying for supplies, services,
subcontractors, and other ordinary business expenses. The tax on the revenue
generated is at most 35 percent of the revenue, which means the maximum tax
owed on the $10 million project is $87,500 (35 percent of $250,000). Ultimately,
the government has withheld $300,000 for $87,500 in tax liability.
.47 A number of construction-related organizations are working to have
this section of the Tax Reconciliation Act of 2005 repealed.

Audit and Attestation Issues and Developments
Auditing Construction Contracts
.48 As we mentioned in the first part of this alert, in the construction in
dustry, business conditions vary greatly across construction sectors and from
region to region. Risks associated with erecting schools are different from those
faced by a homebuilder. Likewise, a contractor in the Northwest may face differ
ent issues than a similar contractor on the Gulf Coast. For this reason, auditors
must be knowledgeable about the types of construction contracts that contrac
tors use and the regions in which the entity operates.
.49 The financial statements of a contractor are built from the financial
results of individual contracts. Therefore, an effective audit approach focuses on
the terms, financial estimates, and results of individual contracts rather than
on the contract-related balance sheet that accounts for the entity as a whole.
.50 To obtain a general understanding of the nature of a construction
contractor's operations, you should review the terms of a representative sample
of the contractor's contracts, including significant contracts that are currently in
force. This sample should include both contracts with customers and contracts
with subcontractors. Information that you would expect to find in the contracts
includes the following:
•

Job number

•

Type of contract

•

Contract price

•

Original cost estimate and related gross profit

•

Billing and retention terms

•

Provisions for changes in contract prices and terms, such as esca
lation, cancellation, and renegotiation

•

Penalty or bonus features relating to completion dates and other
performance criteria

•

Bonding and insurance requirements

•

Location and description of project

.51 The authoritative guidance on auditing contractors is contained in
the AICPA Audit and Accounting Guide Construction Contractors (product no.
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012587kk). Included in this Audit and Accounting Guide is Statement of Posi
tion (SOP) 81-1, Accounting for Performance o f Construction-Type and Certain
Production-Type Contracts (AICPA, Technical Practice Aids, ACC sec. 10,330),
which is the primary authoritative accounting guidance for construction con
tractors.

Fixed-Price Contracts
.52 A fixed-price contract is generally considered the riskiest for both the
contractor and the auditor. As the riskiest contract type in an audit, you must
employ all of your available audit tools to verify the total contract amount, the
collectibility and likelihood of contract changes, and the status of the contract
as of the balance sheet date. Auditing procedures related to revenue for this
type of contract may consist of the following:
•

Confirming contract terms and status

•

Testing the contractor's business functions over estimating,
billing, collection, project management, and generally all controls
that influence the contractor's ability to manage estimates

•

Testing the contractor's subsequent performance

•

Measuring the contract job gain or fade trends by comparing the
contractor's ability to estimate by using original estimated con
tract revenues and costs and comparing these figures to period
end amounts and final contract amounts for a period o f several
years

•

Using other analytical procedures

Cost-Type Contracts
.53 Cost-type contracts present a lower level o f risk. With this type of
contract, the audit procedures should be focused on the contract provisions
concerning the definition o f contract costs and the associated revenue entitle
ments o f the contractor. If the contract clearly defines allowable costs, overhead
calculations and allocations, agreed-upon profit, and payment terms, the audi
tor's job is easier and can then be focused on the realization of collection and
the creditworthiness of the owner. There are many variations of the cost-type
contracts that present various degrees of concern and additional audit require
ments for the auditor.
Time and Material Contracts
.54 Time and material contracts also present lower risk revenue issues for
the auditor as long as the contractor has identified all o f its costs, including its
overhead costs, and has defined its required gross profit. The audit focus in this
type of contract comes back to the contractor's internal controls and the ability
to fully identify and capture its costs—direct, indirect, and overhead. Auditing
procedures that can be employed could include internal controls testing and
subsequent billings and collections of the outstanding time and material costs
as of the period end.
Unit-Price Contracts
.55 Unit-price contracts are often variations of fixed-price contracts. Under
a unit-price contract, the contractor knows the amounts that will be due as each
unit is performed. Audit procedures in this area may consist of the following:
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•

Verifying the work performed with outside parties through the use
of confirmations, including the terms o f the contract

•

Verifying the terms of the contract concerning the provisions for
unit prices, their amounts, and contract billing terms by examin
ing the contract

•

Determining the revenue balance available to be performed and
billed under the contract

.56 Other procedures to be applied may be similar to the procedures ap
plied to fixed-price contracts.
Service Contracts
.57 Service contracts can include a blend o f other contract types, such as
time and material. You should separate these other contract type elements and
perform the appropriate testing under those categories. A service contract can
consist of labor only or labor and material. The terms o f the contract should
be reviewed for the risks that the contract presents to the contractor and the
audit. For example, does the contract cover maintenance only with breakdowns
covered at fixed time and material rates and costs? The risk o f loss on such
a contract would be minimal. On the other hand, does the service contract
provide for the provision of a guaranteed service, such as uninterrupted power
(which may be necessary for the function of a hospital)? This type of contract
would require more extensive auditing procedures that would involve auditing
the contractor's ability to produce reliable estimates similar to a fixed-price
contract. If a service contract has only provisions for maintenance and the
minimal supply of parts, the revenue auditing procedures may consist of the
following:
•

Scheduling the earned and unearned parts o f the contract and
recording the unearned part as deferred revenue.

•

Examining the contractor's system that tracks the performance of
the required or contractual provision o f periodic services, if any, to
see that they have been performed. This could result in a liability
that would need to be measured.

•

Determining whether the contractor has the ability to cost each
service contract to determine whether the service contract re
quires a loss reserve.

•

Testing the service revenues and costs analytically to see if the
gross profit earned is typical compared to industry averages.

•

Testing the contractor's prior ability to estimate with reasonable
certainty. Service contracts that have provisions that require es
timates should be tested in a manner similar to a fixed-price con
tract.

Construction Management Contracts
.58 Construction management contracts can also be a blend of the various
types of contracts described and defined in the previous sections. The particu
lar attributes or details of the contract should be examined to see if these other
attributes exist. For example, the contract may call for the contractor to act as
agent under a fee arrangement but permit it to perform certain parts of the
construction if it deems that it can perform the work for five percent less than
the lowest bidder. The construction part will need to be tested and audited as
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a construction contractor. The audit risk that a construction management con
tract presents will depend on the contract terms. If a construction management
contract calls for a fee based upon a percentage o f costs, audit risk is lower. On
the other hand, if the construction management contract fee is a fixed price, you
will need to examine the revenue recognition methods and test the progress to
date. For example, if a contractor estimates that it will take 1,000 man-hours
to earn the construction management fee of $500,000 over an 18-month period,
you can examine the hours performed to date and the estimate of the hours to
complete. In addition, the calculation of hours to date to total estimated hours
can be compared to the physical estimate of percentage of completion for rea
sonableness. Testing of the contractor's internal controls and prior ability to
estimate with reasonable certainty can also be used to gather audit evidence.

Design-Build
.59 The design-build contract is a new type of contract and is continuing
to be an increasingly popular vehicle for contract performance. The audit risk
involved in this type of contract focuses on the detail of the contract terms. Is
the contractor going to be reimbursed for its costs under a cost-type arrange
ment? Is the contract broken out into various pieces where the contractor bids
separately on the design and construction work in different phases? The an
swers to these questions and other facts and circumstances may lead you to
make judgment calls about the appropriateness of the use o f audit procedures
described under the contract types listed in the previous sections. If a designbuild contract outcome is uncertain, you should consider whether the contract
should be accounted for under alternative revenue recognition methods such as
zero profit or the completed-contract method until measurements are reliable
and more certain.
Contracts With Incentive Provisions
.60 All the contract types described in the previous sections may have pro
visions for incentives. The audit of a contract that includes incentive provisions
may consist of the following procedures:
•

An examination of the contract terms to determine the conditions
for incentive achievement

•

A test to see if the conditions for achievement have been met

•

Confirmation of incentive earnings

•

Subsequent billing and collection of incentive revenues

•

Analysis of whether incentive provisions can be earned incremen
tally or are under "all or none" terms

•

A determination of whether the incentive should be considered
a gain contingency properly accounted for under Financial Ac
counting Standards Board (FASB) Statement No. 5, Accounting
for Contingencies

Using Hedging Transactions to M anage Risk
.61 Many construction contractors enter into hedging transactions to man
age various risks. The most common risks that lend themselves to hedging
strategies include those related to interest rate or foreign currency exposures.
Construction contractors may also enter into weather derivative contracts (that
is, contracts indexed to climatic or geological variables). FASB Emerging Issues
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Task Force (EITF) Issue No. 99-2, "Accounting for Weather Derivatives," pre
scribes the accounting treatment for weather derivatives.

.62 FASB Statement No. 133, Accounting for Derivative Instruments and
Hedging Activities, provides the primary guidance on accounting for hedging
transactions. In addition, you should be familiar with AU section 332, Audit
ing Derivative Instruments, Hedging Activities, and Investments in Securities
(AICPA, Professional Standards, vol. 1), and the AICPA's Audit Guide Auditing
Derivative Instruments, Hedging Activities, and Investments in Securities (prod
uct no. 012527kk), which provides practical guidance to accompany AU section
332. The guide includes an overview of derivatives and securities and how var
ious entities use them, a summary of accounting guidance, and a discussion of
the three elements of the auditing framework: inherent risk, control risk, and
substantive procedures. Additionally, the guide includes practical illustrations
and case studies.
.63 If your client holds derivative instruments or engages in hedging trans
actions, you should become thoroughly familiar with the authoritative account
ing and auditing literature relating to derivatives.
Debt Covenants
.64 Loan terms, including covenants, are worthy of special attention for
audits of construction contractors. Violation of a loan covenant can have a ma
terial effect on the financial statements and on the organization's ability to
continue operations. You should carefully review loan agreements and test for
compliance with loan covenants. In this regard, consider any "cross default"
provisions, which are violations of one loan covenant that affect other loan
covenants. Keep in mind that any debt with covenant violations that are not
waived by the lender for a period of more than one year from the balance sheet
date may need to be classified in the balance sheet as a current liability.
.65 As always, review the debt payment schedules and consider whether
the company has the ability to pay current debt installments or to refinance
the debt if necessary. When making an evaluation, it is important to remember
that it is quite possible that the company may not generate as much cash flow
as it did in previous years due to current economic and industry conditions.
Auditing Estimates
.66 Remember that the audit o f a construction contractor's financial state
ments is essentially an audit of the contractor's ability to estimate. Therefore,
it is critical that you gain an understanding of the contractor's significant es
timates and assumptions that are used in operating the business. AU section
342, Auditing Accounting Estimates (AICPA Professional Standards, vol. 1),
provides a list of procedures that serve as a good basis for auditing the esti
mates found in a construction contractor's financial statements.
.67 In many situations, the auditor assesses the reasonableness of an
accounting estimate by performing procedures to test the process used by man
agement to make the estimate. The following are procedures the auditor may
consider performing when using this approach:
a. Identify whether there are controls over the preparation of account
ing estimates and supporting data that may be useful in the eval
uation.
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b. Identify the sources of data and factors that management used in
forming the assumptions, and consider whether such data and fac
tors are relevant, reliable, and sufficient for the purpose based on
information gathered in other audit tests.
c. Consider whether there are additional key factors or alternative
assumptions about the factors.
d. Evaluate whether the assumptions are consistent with each other,
the supporting data, relevant historical data, and industry data.
e. Analyze historical data used in developing the assumptions to as
sess whether the data is comparable and consistent with data o f the
period under audit, and consider whether such data is sufficiently
reliable for the purpose.
f. Consider whether changes in the business or industry may cause
other factors to become significant to the assumptions.
g. Review available documentation of the assumptions used in devel
oping the accounting estimates and inquire about any other plans,
goals, and objectives of the entity, as well as consider their relation
ship to the assumptions.
h. Consider using the work of a specialist regarding certain assump
tions (AU section 336, Using the Work o f a Specialist [AICPA, Pro
fessional Standards, vol. 1]).
i. Test the calculations used by management to translate the assump
tions and key factors into the accounting estimate.
.68 Based on the auditor's understanding of the facts and circumstances,
he may independently develop an expectation as to the estimate by using other
key factors or alternative assumptions about those factors.
.69 Events or transactions sometimes occur subsequent to the date of the
balance sheet, but prior to the date of the auditor's report, that are important
in identifying and evaluating the reasonableness o f accounting estimates or
key factors or assumptions used in the preparation o f the estimate. In such
circumstances, an evaluation of the estimate or o f a key factor or assumption
may be minimized or unnecessary as the event or transaction can be used by
the auditor in evaluating their reasonableness.

Using the W ork of a Specialist
.70 It may be necessary to use a specialist (such as construction engineer)
to perform or assist in job site visits or other audit procedures. The specialist
may help you gain assurance as to the percent complete, identify problems on
the job, and identify possible uninstalled materials or inventoriable items. In
addition, the specialist will generally be able to communicate effectively with
job site personnel.
.71 Engaging a specialist for gaining an understanding o f internal con
trols, tests of controls, substantive tests, and analytical procedures requires
awareness o f guidelines available in the authoritative literature. According to
paragraph .06 of AU section 336, specialized assistance is advisable for auditors
who
...may encounter complex or subjective matters potentially material to
the financial statements. Such matters may require special skills or
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knowledge and in the auditor's judgment require using the work o f a
specialist to obtain appropriate audit evidence.
.72 Involvement o f a specialist should be considered during audit planning
because of the lead time necessary to contract for a specialist's services and the
time required for you to obtain the minimum knowledge necessary to supervise
the specialist. According to paragraph .10 of AU section 311, Planning and
Supervision (AICPA, Professional Standards, vol. 1),
If specialized skills are needed, the auditor should seek the assistance
o f a professional possessing such skills, who may be either on the au
ditor's staff or an outside professional. If the use of such a professional
is planned, the auditor should have sufficient computer-related knowl
edge to communicate the objectives of the other professional's work;
to evaluate whether the specified procedures will meet the auditor's
objectives; and to evaluate the results of the procedures applied as
they relate to the nature, timing, and extent of other planned audit
procedures. The auditor's responsibilities with respect to using such a
professional are equivalent to those for other assistants.
.73 The use of a specialist is an excellent way to learn the construction
contractor's business and can be helpful from initial planning through site visits
and fieldwork.

Going Concern
.74 Business failure among construction contractors is common for many
reasons. The construction industry is complex and requires a great deal of
planning and organization, especially when dealing with long-term contracts
and labor and materials issues that are dictated by forces external to the entity.
The volatility of the housing market has compounded that problem over the past
year and will continue to be an issue in the coming years. Some examples of
indicators that there could be substantial doubt about the ability o f the entity
to continue as a going concern include the following:
•

Negative trends such as recurring operating losses, working cap
ital deficiencies, or negative cash flows from operating activities

•

Other indications o f possible financial difficulties such as loan
covenant violations or denial of usual trade credit from suppliers
and denial of surety credit

•

Internal matters such as labor difficulties; turnover in key posi
tions such as CFO, controller, or project managers; or substantial
dependence on the success of a particular project

•

Lack of significant backlog to cover overhead

•

External matters such as legal proceedings or an uninsured catas
trophe

.75 In addition to these matters, the current uncertain economic situation
may cause you to have a heightened sense of awareness o f a company's ability
to continue as a going concern. AU section 341, The Auditor's Consideration o f
an Entity's Ability to Continue as a Going Concern (AICPA, Professional Stan
dards, vol. 1), addresses the auditor's responsibilities to evaluate whether there
is substantial doubt about an entity's ability to continue as a going concern.
.76 Consider testing to see if the gross profit in the backlog will be sufficient
to carry the company through the remainder of the next fiscal year. You should
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be careful in this evaluation if the client's history indicates significant gross
profit fade. If this is the case, the analysis should be discounted when making
an overall evaluation of the entity's ability to continue as a going concern.
.77 Many contractors are seeing very large increases in their insurance
rates. Some contractors cannot obtain commercial general liability insurance
or find that it is available from only one or a few carriers. Such situations will
affect the contractor that has a long-term contract bid initiated when insurance
rates were lower and could call into question the going-concern assumption for
a contractor that cannot obtain insurance.
.78 Also be aware of other issues that may affect the entity's ability to
continue as a going concern, such as the following:
•

Inadequate capitalization. Although many construction contrac
tors have an understanding of the amount of capital that is re
quired to start their businesses, some fail to take into account
the funds that will be required to sustain the new companies
until cash begins to flow in. Adequate working capital, typically
5 percent to 10 percent, and the ability to obtain additional bank
financing when needed are signs that a contractor has sufficient
resources to support operations. Additionally, the use of short-term
financing affects working capital calculations. Using this type of
financing to purchase assets with long cost recovery periods, such
as construction equipment, might absorb cash needed for current
operations and can result in reduced surety bonding capacity.

•

High employee turnover. A construction company cannot succeed
without experienced estimators, project managers, and superin
tendents. Familiarity with the company's strengths and resources
improves the accuracy of bids and improves the likelihood of com
pleting projects within budget and profit projections. Turnover in
these positions can result in underbidding of jobs and lower job
profitability through inefficient use of resources.

•

New types o f projects. In the same way that you would not expect a
cardiologist to perform brain surgery, each construction specialty
area requires a skill set that is specific to that type of project.
When contractors venture into new areas (for example, a highway
contractor decides to build an office building), new business risks
and issues arise that may affect performance and profitability.

•

Increase in job size. New risks and challenges arise when contrac
tors bid on jobs that are substantially larger than their normal
jobs. A $5 million project is much more complex than a $500,000
job in terms o f the resources, knowledge, and project management
skills required.

•

New geographic areas. A contractor in South Carolina faces dif
ferent issues than a contractor in Montana. It is more difficult to
manage a contract in a region of the country that you are not famil
iar with. In addition, there may be issues with finding an adequate
labor supply; assessing the quality of subcontractors available in
that area; establishing relationships with new suppliers; learning
and complying with local codes and regulations, lien laws, and tax
laws; and becoming familiar with differences in weather and site
conditions.
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•

Rapid, growth. Taking on too many projects at one time can stretch
a contractor's resources past the point of job quality and prof
itability. If a contractor does not have access to the appropriate
number of experienced project managers, existing managers may
be spread too thin or additional managers may be hired who do
not have the necessary experience. Additionally, if controls or ad
ministrative staffing levels are inadequate, billings may not be
accurate or timely, which could negatively affect cash flows and
result in subcontractors, suppliers, and employees not being paid
in a timely manner or even result in loss of job profit.

.79 In summary, when evaluating management's plans to continue as a
going concern, an appropriate level of professional skepticism is important. The
company's assumptions about its ability to continue as a going concern should
be scrutinized to assess whether they are based on overly optimistic or "once in
a lifetime" occurrences.

Cost Shifting
.80 Cost shifting is an accidental or deliberate misstatement in a con
tractor's job cost system that can have a substantial effect on the contractor's
balance sheet and income statement. The most dangerous type o f cost shifting
involves moving or misdirecting job costs from an unprofitable job to a profitable
job. Cost shifting occurs most frequently when field-level managers attempt to
manipulate contract profitability.
.81 The effect on the balance sheet from cost shifting is that underbillings
(costs and estimated billings in excess of billings) increase and overbillings
(billings in excess o f costs and estimated earnings) decrease. However, if a loss
contract is involved, the accrued liability for loss will be affected, which in turn
will affect deferred taxes if an entity is a C-corporation. Underbillings should
be rare, especially on contracts that are over 50 percent complete. You should
look at underbillings skeptically and investigate each underbilling carefully.
.82 Certain standard audit procedures may not detect cost shifting. Tests
designed to search for unrecorded liabilities or to detect improper cutoff will
only provide assurance that all costs have been reported in the proper period.
Tests designed to locate improperly booked billings or receivables will detect
no exceptions. Audit test work for cost shifting must focus on the accuracy of
job costing procedures as well as on the cost classification and coding process.
.83 Intentional cost shifting constitutes fraud. An audit is designed to pro
vide reasonable assurance that the statements are free of material misstate
ment caused by fraud; therefore, consider the following steps in this regard:
•

Test job costs for accuracy. An audit of a construction contractor
should include tests of contract costs and related cost coding.

•

Compare job costs to bid documents. Because contractors should
estimate contract costs in the same manner in which they record
job costs, you should test job costs for significant contracts by com
paring each item of job cost to the original cost estimate. In addi
tion, field personnel can shift costs by directing a subcontractor to
invoice the wrong contract. Audit tests that compare subcontract
costs to original bid documents are designed to detect this type of
cost shifting.
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Test revised profitability estimates to bid documents. Often, cost
shifting is accompanied by an upward revision in contract prof
itability. Consider testing revised profitability estimates in the
same manner in which job costs are compared to bid documents.
Perform analytics on job cost components. Contractors who per
form similar types of work should have comparable costs from job
to job. For example, a grading contractor with equipment-related
costs equal to 40 percent of overall direct costs should have a sim
ilar relationship on other jobs.
Review allocations o f indirect job costs. Cost shifting is often hid
den in the allocation of indirect costs, such as internally owned
equipment costs, shop costs, insurance, and labor burden. Perform
periodic tests to ensure that indirect costs are allocated properly
to each job.
Perform a fade analysis. Consider preparing two fade schedules.
One schedule compares each job's prior period profitability esti
mate to the current estimate or actual results. The second sched
ule restates prior period uncompleted contract schedules using
revised profitability figures. Each of these schedules will help you
determine which contracts have had unusual fluctuations in profit.
Examine bid spreads. You should compare your client's bid to the
second place bidder and to the average bid o f all of the bidders.
If a contractor is more than 5 percent to 10 percent below other
bidders, the contractor may realize little or no profit. Such a job is
a prime candidate for cost shifting.
Compare profitability estimates to historical results. A contactor
may attempt to hide cost shifting by increasing profit estimates on
uncompleted jobs. When this occurs, the gross profit percentages
on uncompleted jobs will often exceed the contractor's historical
results. You should also consider comparing uncompleted contract
gross profit percentages to completed contract percentages.

Accounting Issues and Developments
Revenue Recognition
.84 As noted previously in this alert, SOP 81-1 provides guidance on rev
enue recognition for construction contractors. SOP 81-1 requires a contractor
to use the percentage-of-completion method for recognizing revenue whenever
it can produce reasonably dependable estimates. There is a rebuttable pre
sumption that the percentage-of-completion method will produce reasonably
dependable estimates.
.85 The completed-contract method should be used only in instances in
which reasonable, dependable estimates of construction costs cannot be made.
The completed-contract method may also be used if there are no material dif
ferences between that method and the percentage-of-completion method. Situ
ations in which there are no material differences may occur when a contractor
performs primarily short-term contracts, for example, a small plumbing con
tractor whose projects are completed in such a short time span that the work
is somewhat analogous to the manufacture of shelf production items for sale.
.86 The revenue recognition method should be disclosed in the financial
statements. If the percentage-of-completion method is used, the financial state
ments should disclose the method of computing percentage-of-completion (for
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example, cost-to-cost). If the completed contract method is used, the reason for
selecting the method should be indicated.
.87 In December 1999, the Securities and Exchange Commission (SEC),
in an attempt to fill the gap in general revenue recognition guidance, released
Staff Accounting Bulletin (SAB) No. 101, Revenue Recognition in Financial
Statements. SAB No. 101 was superseded by SAB No. 104, Revenue Recogni
tion, in December 2003. Financial statement preparers and auditors of public
construction companies are most directly affected by SAB No. 104. However,
auditors of nonpublic companies may also find the information contained in
SAB No. 104 useful. The issuance of SAB No. 104 did not affect the guidance
for revenue recognition contained in SOP 81-1.

Recent Auditing and Attestation Pronouncements and
Related Guidance
.88 Presented in the following table is a list of recently issued auditing
and attestation pronouncements and related guidance. For information on
auditing and attestation standards issued subsequent to the writing o f this
alert, please refer to the AICPA Web site at www.aicpa.org/Professional+
Resources/Accounting+and+Auditing. You may also look for announcements
of newly issued standards in the CPA Letter, Journal o f Accountancy,
and in the quarterly electronic newsletter, In Our Opinion, issued by the
AICPA Auditing Standards team, available at www.aicpa.org/Professional+
Resources/Accounting+and+Auditing/Audit+and+Attest+Standards/Opinion.
As a reminder, AICPA auditing and attestation standards are applicable only
to audits and attestation engagements of nonissuers.
.89 The Public Company Accounting Oversight Board (PCAOB) estab
lishes auditing and attestation standards for audits o f issuers. Refer to the
PCAOB Web site at www.pcaob.org for information about its activities. You may
also review AICPA Audit Risk Alert SEC and PCAOB Alert—2007/08 (product
no. 022498kk), which summarizes recent developments at both the SEC and
PCAOB. This alert can be obtained by calling the AICPA at (888) 777-7077 or
by going online to www.cpa2biz.com.

Recent Auditing and Attestation Pronouncements and Related
Guidance
SAS No. 114, The
Auditor's Communication
With Those Charged With
G o v e r n a n c e (AICPA,
Professional Standards,
vol. 1, AU sec. 380)
Issue Date: December
2006
(Applicable to audits
conducted in accordance
with generally accepted
auditing standards
[GAAS])
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This standard replaces SAS No. 61,
Communication With Audit Committees
(AICPA, Professional Standards, vol. 1, AU
sec. 380A). The standard requires the auditor
to conduct two-way communication with
those charged with governance about certain
significant matters related to the audit and
also establishes standards and provides
guidance on which matters should be
communicated, who they should be
communicated to, and the form and timing of
the communication. It is effective for periods
beginning on or after December 15, 2006.
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Recent Auditing and Attestation Pronouncements and Related
Guidance
SAS No. 113, Omnibus
Statement on Auditing
Standards—2006 (AICPA,
Professional Standards,
vol. 1)
Issue Date: November 2006
(Applicable to audits
conducted in accordance with
GAAS)

This standard does the following:
• Revises the terminology used in the
10 standards of SAS No. 95, Generally
Accepted Auditing Standards (AICPA,
Professional Standards, vol. 1, AU sec.
150A), to reflect terminology in SAS No.
102, Defining Professional Requirements
in Statements on Auditing Standards
(AICPA, Professional Standards, vol. 1,
AU sec. 120);
• Adds a footnote to the headings before
paragraphs 35 and 46 in SAS No. 99,
Consideration o f Fraud in a Financial
Statement Audit (AICPA, Professional
Standards, vol. 1, AU sec. 316), to pro
vide a clear link between the auditor’s
consideration of fraud and the auditor's
assessment of risk and the auditor's pro
cedures in response to those assessed
risks;
• Replaces throughout the SASs the term
completion o f fieldwork with the term
date o f the auditor's report
• Changes the convention for dating the
representation letter by requiring that
it be dated as of the date of the auditor's
report.

SAS Nos. 104-111, the risk
assessment standards
Issue Date: March 2006
(Applicable to audits
conducted in accordance with
GAAS)

See "AICPA Risk Assessment Standards"
in this alert.

SAS No. 112, Communicating
Internal Control Related
Matters Identified in an Audit
(AICPA, Professional
Standards, vol. 1, AU
sec. 325)
Issue date: May 2006
(Applicable to audits
conducted in accordance with
GAAS)

This standard supersedes SAS No. 60,
Communication o f Internal Control
Related Matters Noted in an Audit. It
establishes requirements and provides
extensive guidance about communicating
matters related to an entity's internal
control over financial reporting identified
while performing an audit of financial
statements. SAS No. 112 also requires
that certain communications be in
writing. It is effective for periods ending
on or after December 15, 2006.
(continued)
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Recent Auditing and Attestation Pronouncements and Related
Guidance
SAS No. 103, Audit
Documentation (AICPA,
Professional Standards, vol. 1,
AU sec. 339)
Issue date: December 2005

SAS No. 103 supersedes SAS No. 96,
Audit Documentation (AICPA,
Professional Standards, vol. 1, AU sec.
339) and amends AU section 530, Dating
o f the Independent Auditor's Report
(AICPA, Professional Standards, vol. 1).
Effective for audits of financial
statements for periods ending on or after
December 15, 2006, with earlier
application permitted, this SAS
establishes standards and provides
guidance to an auditor of a nonissuer on
audit documentation.

Statement on Standards for
Attestation Engagements
(SSAE) No. 14, SSAE
Hierarchy (AICPA,
Professional Standards, vol. 1,
AT sec. 50)
Issue Date: November 2006

This SSAE identifies the body of
attestation literature, clarifies the
authority of attestation publications
issued by the AICPA and others,
specifies the extent of familiarity a
practitioner needs to have with various
kinds of attestation publications when
conducting an attestation engagement,
and amends the 11 attestation
standards to reflect the terminology used
in SSAE No. 13, Defining Professional
Requirements in Statements on
Standards for Attestation Engagements
(AICPA, Professional Standards,
vol. 1, AT sec. 20). It is effective for
periods ending on or after December 15,
2006.

Interpretation No. 1,
"Communicating Deficiencies
in Internal Control Over
Compliance in an Office of
Management and Budget
(OMB) Circular A-133 Audit"
(AICPA, Professional
Standards, vol. 1, AU sec.
9325.01-.04), which interprets
AU section 325,
Communicating Internal
Control Related Matters
Identified in an Audit (AICPA,
Professional Standards, vol. 1)
Issue Date: July 2007
(Interpretive publication)

This auditing interpretation interprets
AU section 325, Communicating
Internal Control Related Matters
Identified in an Audit (AICPA,
Professional Standards, vol. 1), and
addresses how the definitions of the
terms control deficiency, significant
deficiency, and material weakness should
be adapted and applied in the context of
reporting on internal control over
compliance in a single audit.
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Recent Auditing and Attestation Pronouncements and Related
Guidance
Interpretation No. 1, "Use
of Electronic
Confirmations" (AICPA,
Professional Standards,
vol. 1, AU sec.
9330.01-.06), which
interprets AU section 330,
The Confirmation Process
(AICPA, Professional
Standards, vol. 1)
Issue Date: March 2007
(Interpretive publication)

This auditing interpretation interprets AU
section 330, The Confirmation Process
(AICPA, Professional Standards, vol. 1), and
addresses the issue o f electronic
confirmations.

AICPA Technical Practice
Aid (TPA) Technical
Questions and Answers
(TIS) section 9100.06,
"The Effect of Obtaining
the Management
Representation Letter on
Dating the Auditor's
Report" (AICPA, Technical
Practice Aids)
Issue Date: May 2007

This question and answer discusses whether
the auditor is required to have the signed
management representation letter in hand as
of the date of the auditor's report. The
question and answer indicates that although
the auditor need not be in physical receipt of
the representation letter on the date of the
auditor's report, management will need to
have reviewed the final representation letter
and, at a minimum, have orally confirmed
that they will sign the representation letter,
without exception, on or before the date of the
representations.

(Nonauthoritative)
AICPA TPA TIS section
8350.01, "Current Year
Audit Documentation
Contained in the
Permanent File" (AICPA,
Technical Practice Aids)
Issue Date: May 2007
(Nonauthoritative)

This question and answer discusses whether
the provisions of SAS No. 103, Audit
Documentation (AICPA, Professional
Standards, vol. 1, AU sec. 339), related to
documentation completion and retention,
apply to current year audit documentation
maintained in the permanent file. The
question and answer indicates that SAS No.
103 does apply to current year audit
documentation maintained in a permanent
file, or, for that matter, maintained in any
type of file, if the documentation serves as
support for the current year's audit report.

AICPA Professional
Issues Task Force (PITF)
Practice Alert (PA) 03-1,
Audit Confirmations
(AICPA, Technical
Practice Aids, PA sec.
16,240)

This practice alert responds to practitioners'
current concerns about audit confirmations
and includes discussion of improving
confirmation response rates, negative versus
positive confirmation requests, nonresponses
to positive confirmations, responses to
positive confirmation requests indicating
exception, and use of electronic confirmations
among other topics.

Revised: June 2007
(Nonauthoritative)

(continued)
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Recent Auditing and Attestation Pronouncements and Related
Guidance
AICPA PITF PA 07-1,
Dating o f the Auditor's
Report and Related
Practical Guidance
(AICPA, Technical
Practice Aids, PA
sec. 16,290)
Issue Date: January 2007
(Nonauthoritative)

This practice alert provides guidance
regarding application of certain provisions of
SAS No. 103, primarily related to dating the
auditor's report.

The Auditor's Communication W ith Those Charged
W ith Governance
.90 In December 2006, the Auditing Standards Board (ASB) issued State
ment on Auditing Standards (SAS) No. 114, The Auditor's Communication With
Those Charged With Governance (AICPA, Professional Standards, vol. 1, AU
sec. 380), which supersedes SAS No. 61, Communication With Audit Commit
tees (AICPA, Professional Standards, vol. 1, AU sec. 380A). The new SAS estab
lishes standards and provides guidance to auditors on matters required to be
communicated with those charged with governance in relation to an audit o f fi
nancial statements and is effective for audits of financial statements for periods
beginning on or after December 15, 2006. SAS No. 61 established communica
tion requirements applicable to entities that either have an audit committee
or that have otherwise formally designated oversight of the financial reporting
process to a group equivalent to an audit committee. However, SAS No. 114
broadens the applicability of the SAS to audits of the financial statements of
all nonissuers regardless o f size, ownership, or organizational structure.
.91 SAS No. 114 recognizes the importance to the audit o f effective twoway communication. It provides a framework for the auditor's communication
with those charged with governance and identifies specific matters to be com
municated, many of which are generally consistent with the requirements in
SAS No. 61. However, SAS No. 114 does include certain additional matters
to be communicated and provides additional guidance on the communication
process. Among other matters, SAS No. 114 adds requirements to communi
cate an overview of the planned scope and timing of the audit. It also requires
significant matters communicated with those charged with governance to be
documented.
Identifying Those Charged With Governance
.92 The SAS uses the term those charged with governance to refer to those
with responsibility for overseeing the strategic direction of the entity and obli
gations related to the accountability of the entity, including overseeing the en
tity's financial reporting process. The SAS uses the term management to refer
to those who are responsible for achieving the objectives of the enterprise and
who have the authority to establish policies and make decisions by which those
objectives are to be pursued.
.93 The auditor should determine the appropriate person(s) within the en
tity's governance structure with whom to communicate. The appropriate person(s) may vary depending on the matter to be communicated. Governance
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structures vary by entity, reflecting influences such as size and ownership char
acteristics.

.94 Since there is such diversity, it is not possible for SAS No. 114 to specify
for all audits the person(s) with whom the auditor is to communicate particu
lar matters. Furthermore, in some cases the appropriate person(s) with whom
to communicate may not be clearly identifiable from the engagement circum
stances, for example, entities where the governance structure is not formally
defined, such as some family-owned entities, some not-for-profit organizations,
and some government entities. The auditor's understanding of the entity's gov
ernance structure and processes obtained in accordance with SAS No. 109, Un
derstanding the Entity and Its Environment and Assessing the Risks o f Material
Misstatement (AICPA, Professional Standards, vol. 1, AU sec. 314), is relevant
in deciding with whom to communicate matters. When the appropriate per
son s) with whom to communicate are not clearly identifiable, the auditor and
the engaging party should agree on the relevant person(s) within the entity's
governance structure with whom the auditor will communicate.
Communicating Internal Control Related Matters Identified
in an Audit
.95 In May 2006, the AICPA ASB issued SAS No. 112, Communicating
Internal Control Related Matters Identified in an Audit (AICPA, Professional
Standards, vol. 1, AU sec. 325). SAS No. 112 establishes standards and provides
guidance on communicating matters related to an entity's internal control over
financial reporting (internal control) identified in an audit of financial state
ments. SAS No. 112 supersedes SAS No. 60, Communication o f Internal Con
trol Related Matters Noted in an Audit, as amended. The new SAS is applicable
whenever an auditor expresses an opinion on financial statements (including
a disclaimer of opinion) and is effective for audits of financial statements for
periods ending on or after December 15, 2006. Among other things, SAS No. 112
does the following:
•

•

Requires the auditor to communicate control deficiencies that are
significant deficiencies or material weaknesses in internal control.
The terms are defined in the SAS. The term reportable condition
is no longer used. When SAS No. 112 was issued, the terms signif
icant deficiencies and material weaknesses were consistent with
PCAOB Auditing Standard No. 2, An Audit o f Internal Control
Over Financial Reporting Performed in Conjunction With an Audit
o f Financial Statements (AICPA, PCAOB Standards and Related
Rules, AU sec. 320). However, with the adoption of PCAOB Audit
ing Standard No. 5, An Audit o f Internal Control Over Financial
Reporting That Is Integrated with An Audit o f Financial State
ments (AICPA, PCAOB Standards and Related Rules, Rules of
the Board, "Standards"), the PCAOB redefined these terms, which
now differ from SAS No. 112.

Provides guidance on evaluating the severity of control deficien
cies identified in an audit of financial statements and requires that
the auditor conclude whether prudent officials, having knowledge
o f the same facts and circumstances, would agree with the audi
tor's classification of the deficiency.

•

Identifies areas in which control deficiencies ordinarily are to
be evaluated as at least significant deficiencies and identifies
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indicators that control deficiencies should be regarded as at least
a significant deficiency and a strong indicator of a material weak
ness.
•

Requires the auditor to communicate significant deficiencies and
material weaknesses identified in the audit, in writing, to man
agement and those charged with governance. This includes the
significant deficiencies and material weaknesses that were com
municated in previous audits if they have not yet been remediated.

•

Indicates that the communication must be in writing and is best
made by the report release date (the date on which the auditor
grants permission for the client to use the auditor's report in con
nection with the financial statements), but should be made no later
than 60 days following the report release date.

•

Contains illustrative written communications to management and
those charged with governance.

How Revisions of SAS No. 112 Affect Practice
.96 As auditors gain a better understanding of what needs to be com
municated to management and those charged with governance, there may be
more control deficiencies that are identified as significant deficiencies and ma
terial weaknesses and that are then communicated to management and those
charged with governance. Auditors may emphasize and therefore spend more
time evaluating identified control deficiencies than in the past.

Discussions With Management and Others
.97 The new requirements o f SAS No. 112 may change perceptions re
garding the auditor's role in the client's internal control. Auditors may have
to explain to clients that the auditor cannot be a part of their internal control.
Only the client—not the auditor—can correct control deficiencies. However, a
CPA firm other than the auditor who does not provide attest services for the
client can be part o f a client's internal control. This may raise new questions
regarding the role of outsourcing in achieving management's internal control
objectives.
.98 Auditors may be called upon to hold discussions with management
and other users of the auditor's written communication, such as regulators, to
explain why the nature and extent o f the internal control matters communi
cated to management and those charged with governance are different from
the matters communicated in prior years. One reason is that the criteria have
changed because of the introduction o f the term significant deficiencies and its
definition as well as a new definition of material weaknesses. Another reason is
that auditors have to include significant deficiencies and material weaknesses,
identified and communicated in previous years, in written communication as
long as these deficiencies have not been remediated. Auditors may need to ex
plain to management and other users that the auditors are required to inform
them of the significant deficiencies and material weaknesses every year as long
as those deficiencies still exist.
.99 Auditors may also need to hold discussions with management and
other users who ask how the auditors were able to express an unqualified opin
ion on the financial statements when material weaknesses in internal control
were present. Auditors may wish to explain that the audit was designed to
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provide reasonable assurance that the financial statements are free from ma
terial misstatements. Internal control should be designed to prevent or detect
material misstatements. As previously stated, the auditor cannot be part of a
client's internal control system. Auditors can express an unqualified opinion
on the financial statements even though material weaknesses in internal con
trol are present because sufficient procedures were performed and appropriate
audit evidence was obtained to afford reasonable assurance that the financial
statements are free from material misstatement. However, these procedures do
not correct or remediate control deficiencies; the deficiencies in internal control
could still result in a material misstatement not being prevented, detected, and
corrected by the client.

Issues for Audits of Smaller Entities
.100 One issue that has arisen in audits of smaller entities is the increase
in costs as a result of the time the auditor spends documenting his or her
evaluation of internal control and evaluating identified control deficiencies.
.101 Another issue that has caused concern is the extent to which the
auditor may be involved in the drafting of an entity's financial statements.
It is a strong indication of material weakness in internal control if a client
has ineffective controls over the preparation of its financial statements such
that client controls are absent or controls are not effective in preventing, de
tecting, or correcting material misstatements in the preparation of financial
statements, including the related notes. Although the auditor can propose ad
justments and assist in assembling or drafting the financial statements, the
auditor cannot establish or maintain the client's controls, including monitoring
ongoing activities, because doing so would impair independence.1 How an au
ditor responds to a client's internal control weakness, in terms o f designing and
carrying out auditing procedures, does not affect or mitigate a client's internal
control weakness. Just as an auditor's response to detection risk is indepen
dent o f the client's control risk, so too the auditor's response to a client's control
weakness by assisting in drafting the financial statements does not change that
control weakness.
.102 The requirements of SAS No. 112 introduce possible opportunities
for auditors. Auditors can help clients evaluate the cost-benefit implications of
improving their internal control, including training their personnel to be more
knowledgeable. Auditors can also teach clients how to develop a risk assess
ment approach to designing internal control. Readers should also note that the
Internal Control Task Force of the ASB is revising SAS No. 112 in response to
the adoption o f PCAOB Auditing Standard No. 5 and International Standards
on Auditing.
.103 The AICPA has published the AICPA Audit Risk Alert titled Un
derstanding SAS No. 112 and Evaluating Control Deficiencies (product no.
022536kk) to assist in implementation of this SAS. This Audit Risk Alert
provides specific case studies to help determine whether identified control
weaknesses would constitute a significant deficiency or material weakness; it
can be obtained by calling the AICPA at (888) 777-7077 or going online at
www.cpa2biz.com.

1 See Ethics Ruling 101-3, "Performance of nonattest services," of the AICPA Code of Professional
Conduct (AICPA, Professional Standards, vol. 2, ET sec. 101.05).
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AICPA Risk Assessment Standards
.104 In March 2006, the AICPA ASB issued eight SASs referred to as
the risk assessment standards (SAS Nos. 104-111). Although the SASs in
clude many of the underlying concepts and detailed performance requirements
contained in existing standards, they do create significant new requirements
for the auditor. The risk assessment standards provide extensive guidance on
how to apply the audit risk model when planning and performing financial
statement audits, focusing on identifying and assessing the risks of material
misstatements, further designing and performing tailored audit procedures in
response to the assessed risks at relevant assertion levels, and improving the
linkage between the risks, controls, audit procedures, and conclusions. The
risk assessment standards are effective for audits of financial statements for
periods beginning on or after December 15, 2006, with earlier applications per
mitted. The following table lists the eight SASs and their effects on existing
standards.
Statement on Auditing Standards

Effect on Existing Standards

SAS No. 104, Amendment to Statement
on Auditing Standards No. 1,
Codification of Auditing Standards and
Procedures ("Due Professional Care in
the Performance o f Work") (AICPA,
Professional Standards, vol. 1, AU sec.
230)

This statement amends SAS No.
1, Due Professional Care in the
Performance o f Work (AICPA,
Professional Standards, vol. 1,
AU sec. 230A).

SAS No. 105, Amendment to Statement
on Auditing Standards No. 95,
Generally Accepted Auditing
Standards (AICPA, Professional
Standards, vol. 1, AU sec. 150)

This statement amends SAS No.
95, Generally Accepted Auditing
Standards (AICPA, Professional
Standards, vol. 1, AU sec. 150A).

SAS No. 106, Audit Evidence (AICPA,
Professional Standards, vol. 1, AU sec.
326)

This statement supersedes SAS
No. 31, Evidential Matter
(AICPA, Professional
Standards, vol. 1, AU sec.
326A).

SAS No. 107, Audit Risk and
Materiality in Conducting an Audit
(AICPA, Professional Standards, vol. 1,
AU sec. 312)

This statement supersedes SAS
No. 47, Audit Risk and
Materiality in Conducting an
Audit (AICPA, Professional
Standards, vol. 1, AU sec.
312A).

SAS No. 108, Planning and
Supervision (AICPA, Professional
Standards, vol. 1, AU sec. 311)

This statement supersedes SAS
No. 1, Appointment o f the
Independent Auditor (AICPA,
Professional Standards, AU sec.
310), and supersedes SAS No.
22, Planning and Supervision
(AICPA, Professional
Standards, vol. 1, AU sec.
311A).
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Statement on Auditing Standards

Effect on Existing Standards

SAS No. 109, Understanding the Entity
and Its Environment and Assessing the
Risks o f Material Misstatement
(AICPA, Professional Standards, vol. 1,
AU sec. 314)

This statement supersedes SAS
No. 55, Consideration o f
Internal Control in a Financial
Statement Audit (AICPA,
Professional Standards, vol. 1,
AU sec. 319).

SAS No. 110, Performing Audit
Procedures in Response to Assessed
Risks and Evaluating the Audit
Evidence Obtained (AICPA,
Professional Standards, vol. 1, AU sec.
318)

This statement supersedes SAS
No. 45, Substantive Tests Prior
to the Balance Sheet Date
(AICPA, Professional
Standards, vol. 1, AU sec. 313),
and together with SAS No. 109,
supersedes SAS No. 55,
Consideration o f Internal
Control in a Financial
Statement Audit (AICPA,
Professional Standards, vol. 1,
AU sec. 319).

SAS No. 111, Amendment to Statement
on Auditing Standards No. 39, Audit
Sampling (AICPA, Professional
Standards, vol. 1, AU sec. 350)

This statement amends SAS No.
39, Audit Sampling (AICPA,
Professional Standards, vol. 1,
AU sec. 350A).
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Key Provisions of the Risk Assessment Standards
.105 Whether due to error or fraud, the new risk assessment standards
require the auditor to understand and respond to the risks of material misstate
ment. That understanding should identify risks that may lead to a material
misstatement in the client's financial statements and any mitigating controls
in place. The risk assessment standards place an even greater emphasis on the
understanding and testing o f internal control. Auditors may no longer simply
default to a maximum control risk. Although this does not mean auditors are
required to test and rely on controls as part of their audit strategy, they should
assess how all five components o f internal control over financial reporting relate
to the client that they are auditing (see the Committee on Sponsoring Organiza
tions o f the Treadway Commission's framework, www.coso.org/key.htm). These
standards may significantly affect the formality of your risk assessment and
documentation and may vary greatly from what auditors have previously done.
Implementation of the SASs will most likely result in significant changes to
firm audit methodologies and the training of personnel. Therefore, it is recom
mended that auditors allow ample time in advance of the required implementa
tion date. Readers can obtain the SASs and the related AICPA Audit Risk Alert
titled Understanding the New Auditing Standards Related to Risk Assessment
(product no. 022526kk) by calling the AICPA at (888) 777-7077 or going online
at www.cpa2biz.com.
Companion Audit Guide
.106 In December 2006, the AICPA published the Audit Guide Assess
ing and Responding to Audit Risk in a Financial Statement Audit (product no.
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012456kk). This guide helps auditors understand and implement the risk as
sessment standards. It includes practical guidance, examples, and an in-depth
case study. The guide can be ordered by calling the AICPA at (888) 777-7077 or
going online at www.cpa2biz.com.

Audit Documentation Technical Practice Aids
.107 In May 2007, the ASB issued two Technical Practice Aid (TPA) Tech
nical Questions and Answers (TIS) related to SAS No. 103, Audit Documenta
tion (AICPA, Professional Standards, vol. 1, AU sec. 339), which was issued in
December 2005.
.108 TIS section 9100.06, "The Effect of Obtaining the Management Rep
resentation Letter on Dating the Auditor's Report" (AICPA, Technical Practice
Aids), discusses whether the auditor is required to have the signed management
representation letter in hand as of the date of the auditor's report. This question
and answer indicates that although the auditor need not be in physical receipt
o f the representation letter on the date of the auditor's report, management
will need to have reviewed the final representation letter and, at a minimum,
have orally confirmed that they will sign the representation letter, without ex
ception, on or before the date of the representations. The auditor will need to
have the signed management representation letter in hand prior to releasing
the auditor's report because management's refusal to furnish written represen
tations constitutes a limitation on the scope o f the audit sufficient to preclude
an unqualified opinion.
.109 TIS section 8350.01, "Current Year Audit Documentation Contained
in the Permanent File" (AICPA, Technical Practice Aids), discusses whether the
provisions of SAS No. 103 related to documentation completion and retention
apply to current year audit documentation maintained in the permanent file.
This question and answer indicates that SAS No. 103 does apply to current
year audit documentation maintained in a permanent file, or for that matter,
maintained in any type o f file, if the documentation serves as support for the
current year's audit report.

Practice Alert No. 0 7 -1 , Dating o f the Auditor's Report and
Related Practical Guidance
.110 A key provision of SAS No. 103 is the amendment to paragraphs
.01 and .05 of AU section 530, Dating o f the Independent Auditor's Report
(AICPA, Professional Standards, vol. 1), to require that the auditor's report
not be dated earlier than the date on which the auditor has obtained suffi
cient appropriate audit evidence to support the opinion on the financial state
ments. As defined in the footnote to paragraph .01 of AU section 530, suffi
cient appropriate audit evidence includes, among other things, evidence that
the audit documentation has been reviewed and that the entity's financial
statements, including disclosures, have been prepared and that management
has asserted that they have taken responsibility for them. Application of the
rules may require revising the process used by audit firms at the end of field
work to include a field review of the audit working papers and financial state
ments. For some firms an additional visit to the client's office to update sub
sequent event analysis and management's representations may be required
as well.
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.111 The Professional Issues Task Force (PITF) issued this practice alert
to provide guidance to auditors o f nonissuers regarding the following:
•

The audit report date

•

Evidence supporting financial statement amounts and disclo
sures, specifically relating to attorney letters, obtaining waivers,
and consideration and evaluation of subsequent events

•

Financial statement preparation and management's assertions

•

Evidence that the audit documentation has been reviewed

.112 Readers may access the practice alert at www.aicpa.org/download/
auditstd/pract_alert/pa_2007_1.pdf. Readers should also note the PITF is cur
rently working on a practice alert that addresses auditing and other consider
ations related to electronic information that it plans to issue during the third
quarter of 2007.
PCAOB Auditing Standard N o. 5 , A n Audit o f Internal Control
O v e r Financial Reporting That is Integrated with A n A udit o f
Financial Statements

.113 In May 2007, the PCAOB adopted Auditing Standard No. 5, which
was later approved by the SEC on July 25, 2007. This standard replaces Audit
ing Standard No. 2. Auditing Standard No. 5 is principles-based and presents
a risk-based, top-down approach designed to increase the likelihood that ma
terial weaknesses will be found before resulting in a material misstatement of
a company's financial statements, while eliminating unnecessary procedures.
The standard was also designed to make audits more scalable for smaller or less
complex companies. The PCAOB worked closely with the SEC to coordinate Au
diting Standard No. 5 with the guidance to public company management that
was approved by the SEC in May 2007. Mark Olson, PCAOB Chairman, stated
"The new standard is more risk-based and scalable, which will better meet the
needs of investors, public companies, and auditors alike."
.114 This new standard is required for all audits of internal control for
fiscal years ending on or after November 15, 2007. However, early adoption is
permitted and encouraged. For more information, readers may refer to the SEC
and PCAOB Alert—2007/08 (product no. 022498kk).

Recent AICPA Independence and Ethics Pronouncements
.115 The AICPA Independence and Ethics Alert—2007/08 (product no.
022478kk) contains a complete update on new independence and ethics pro
nouncements. This alert can be obtained by calling the AICPA at (888) 7777077 or going online at www.cpa2biz.com. Readers should obtain this alert to
be aware of independence and ethics matters that will affect their practice.

Recent Accounting Pronouncements and Related
Guidance
.116 Presented in the following table is a list of recently issued accounting
pronouncements and related guidance. For information on accounting stan
dards issued subsequent to the writing o f this alert, please refer to the AICPA
Web site at www.aicpa.org and the FASB Web site at www.fasb.org. You may
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also look for announcements o f newly issued standards in the CPA Letter and
Journal o f Accountancy.
Recent Accounting Pronouncements and Related Guidance
FASB Statement No. 159
(February 2007)

The Fair Value Option for Financial Assets and
Financial Liabilities—Including an amendment
o f FASB Statement No. 115

FASB Statement No. 158
(September 2006)

Employers' Accounting for Defined Benefit
Pension and Other Postretirement Plans—an
amendment o f FASB Statements No. 87, 88, 106,
and 132(R)

FASB Statement No. 157
(September 2006)

Fair Value Measurements

FASB Interpretation
No. 48
(June 2006)

Accounting for Uncertainty in Income Taxes—an
interpretation o f FASB Statement No. 109

FASB Emerging Issues
Task Force (EITF) Issues
(Various dates)

Go to www.fasb.org/eitf/agenda.shtml for a
complete list of EITF Issues.

FASB Staff Positions
(FSPs)
(Various dates)

Go to www.fasb.org/fasb_staff _positions/ for a
complete list of FSPs.

AICPA Statement of
Position (SOP) 07-1
(AICPA, Technical
Practice Aids, ACC
sec. 10,930)

Clarification o f the Scope o f the Audit and
Accounting Guide Investment Companies and
Accounting by Parent Companies and Equity
Method Investors for Investments in Investment
Companies

TIS section 6140.20-.22
(AICPA, Technical
Practice Aids)
(Nonauthoritative)

These questions and answers discuss
not-for-profit organizations fund-raising
expenses.

TIS section 6931.08-.10
(AICPA, Technical
Practice Aids)
(Nonauthoritative)

These questions and answers discuss various
employee benefit plan topics.

TIS section 6300.25-.35
(AICPA, Technical
Practice Aids)
(Nonauthoritative)

These questions and answers discuss various
issues related to SOP 05-1, Accounting by
Insurance Enterprises for Deferred Acquisition
Costs in Connection With Modifications or
Exchanges o f Insurance Contracts.

AICPA Practice Guide

"Practice Guide on Accounting for Uncertain
Tax Positions Under FIN 48"

(Nonauthoritative)

.117 O f the accounting pronouncements and related guidance listed in the
previous table, those having particular significance to the construction indus
try are briefly explained here. The following summaries are for informational
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purposes only and should not be relied upon as a substitute for a complete read
ing of the applicable standard. The AICPA general Audit Risk Alert—2007/08
and other AICPA industry-specific alerts also contain summaries o f recent pro
nouncements that may not be discussed here. To obtain copies of AICPA liter
ature, call (888) 777-7077 or go online at www.cpa2biz.com.

Fair Value Measurements
FASB Statement No. 157
.118 In September 2006, the FASB issued FASB Statement No. 157, Fair
Value Measurements, to provide enhanced guidance for using fair value to mea
sure assets and liabilities. This standard defines fair value and expands dis
closures about fair value measurements. The standard applies whenever other
standards require (or permit) assets or liabilities to be measured at fair value.
The standard does not expand the use of fair value in any new circumstances.
.119 Prior to this statement, there were different definitions o f fair value,
and guidance for applying those definitions was dispersed among many account
ing pronouncements. Difference in the existing guidance created inconsisten
cies that added to the complexity in applying generally accepted accounting
principles (GAAP). FASB Statement No. 157 provides increased consistency
and comparability in fair value measurements. Expanded disclosures about
the use of fair value to measure assets and liabilities should provide users of
financial statements with better information about the use of fair value in the
financial statements, the inputs used to develop the measurements, and the
effect of the measurements on earnings (or changes in net assets) for the pe
riod. The statement is effective for financial statements issued for fiscal years
beginning after November 15, 2007, and interim periods within those fiscal
years. Early adoption is permitted. Readers can access the full text o f FASB
Statement No. 157 on the FASB Web site at www.fasb.org.
FASB Statement No. 159
.120 Subsequent to the issuance of FASB Statement No. 157, the FASB is
sued FASB Statement No. 159, The Fair Value Option for Financial Assets and
Financial Liabilities—Including an amendment o f FASB Statement No. 115.
This statement is expected to expand the use o f fair value measurement, which
is consistent with the FASB's long-term measurement objectives for accounting
for financial instruments. FASB Statement No. 159 allows entities to choose to
measure many financial instruments and certain other items at fair value. The
standard permits an entity to elect the fair value option on an instrument-by
instrument basis; and once the election is made, it is irrevocable. This state
ment's objective is to improve financial reporting by providing entities with an
opportunity to mitigate volatility in reported earnings caused by measuring
related assets and liabilities differently without having to apply complex hedge
accounting provisions. In addition, FASB Statement No. 159 establishes presen
tation and disclosure requirements designed to facilitate comparisons between
entities that choose different measurement attributes for similar types of as
sets and liabilities. The statement does not eliminate disclosure requirements
included in other accounting standards, such as the requirements for disclo
sures about fair value measurements included in FASB Statement No. 107,
Disclosures about Fair Value o f Financial Instruments, and FASB Statement
No. 157.
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.121 FASB Statement No. 159 is effective as of the beginning of an
entity's first fiscal year that begins after November 15, 2007, provided the
entity also elects to apply the provisions of FASB Statement No. 157. The
choice to adopt early should be made within 120 days of the beginning of
the fiscal year of adoption (for calendar year end entities, by April 2007),
provided the entity has not yet issued financial statements, including re
quired notes to those financial statements, for any interim period of the fis
cal year of adoption. The FASB and SEC have expressed concern in the way
some early adopters have applied the transition provisions of the standard.
The AICPA Center for Audit Quality (CAQ) issued an alert on this develop
ment in April 2007. The alert advises auditors to exercise appropriate pro
fessional skepticism when evaluating if a principles-based standard such as
this is applied in a good faith manner consistent with those objectives and
principles. Specifically the alert warns auditors to "be alert for circumstances
in which an entity proposes to adopt FAS 159 in a manner that is con
trary to the principles and objectives outlined in the standard." The alert can
be accessed at www.thecaq.org/newsroom/pdfs/CAQPressRelease_041807a.pdf.
Readers can access the full text of FASB Statement No. 159 on the FASB Web
site at www.fasb.org.

On the Horizon
.122 Auditors should keep abreast of auditing and accounting develop
ments and upcoming guidance that may affect their engagements. Presented
in the following sections is brief information about some ongoing projects that
have particular significance to the construction industry or that may result in
significant changes. Remember that exposure drafts are nonauthoritative and
cannot be used as a basis for changing existing standards.
.123 The following table lists the various standard-setting bodies' Web
sites, where information may be obtained on outstanding exposure drafts, in
cluding downloading exposure drafts. These Web sites contain much more indepth information about proposed standards and other projects in the pipeline.
Many more accounting and auditing projects exist in addition to those discussed
here. Readers should refer to information provided by the various standard
setting bodies for further information.
Standard-Setting
Body

Web Site

AICPA Auditing
Standards Board
(ASB)

www.aicpa.org/Professional+Resources/
Accountings- and+Auditing/Audit+and+Attest+
Standards/Auditing+Standards+Board/

AICPA Accounting
Standards Executive
Committee (AcSEC)

www.aicpa.org/Professional+Resources/
Accounting+and+Auditing/Accounting+
Standards/

Financial Accounting
Standards Board
(FASB)

www.fasb.org

Public Company
Accounting Oversight
Board (PCAOB)

www.pcaob.org
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Standard-Setting
Body

Web Site

Professional Ethics
Executive Committee
(PEEC)

www.aicpa.org/Professional+Resources/Profes
sional+Ethics+Code+of+Professional+Conduct/
Professional+Ethics/

Securities and
Exchange Commission
(SEC)

www.sec.gov
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Help Desk—The AICPA's standard-setting committees publish ex
posure drafts o f proposed professional standards exclusively on the
AICPA Web site. The AICPA will notify interested parties by e-mail
about new exposure drafts. To be added to the notification list for all
AICPA exposure drafts, send your e-mail address to service@aicpa.org.
Indicate "exposure draft e-mail list" in the subject header field to help
process your submission more efficiently. Include your full name, mail
ing address, and, if known, your membership and subscriber number
in the message. The AICPA Web site also has connecting links to the
other standard-setting bodies listed here.

Auditing Pipeline— Nonissuers
ASB Clarity Project
.124 The ASB has formed a Clarity Task Force to address concerns over
the clarity, length, and complexity of generally accepted auditing standards. In
March 2007, the ASB approved for exposure a discussion paper titled Improving
the Clarity o f ASB Standards. This discussion paper seeks feedback on proposed
changes to the standards, including:
•
•
•

•

Establishing objectives for each of the standards, and the auditor's
obligations related to the objectives
Structural and drafting improvements to make the standards eas
ier to read and understand
Inclusion, in the explanatory material of the standards, of spe
cial considerations related to audits of public entities and small
entities
Establishing a glossary of terms that would be presented in a
separate section of the codification of the standards

.125 The period to comment ended June 15, 2007. The discussion paper can
be accessed at www.aicpa.org/download/auditstd/Clarity_of ASB_Standards_
Discussion_Memo.pdf.
Convergence With International Standards
.126 The ASB has created a number of task forces charged with monitor
ing specific activities o f the International Auditing and Assurance Standards
Board (IAASB) and working toward convergence with international auditing
standards. The ASB has commented on several exposure drafts of Interna
tional Standards on Auditing (ISA). The status o f these and other ASB projects
can be monitored online at www.aicpa.org/Professional+Resources/Accounting+
and+Auditing/Audit+and+Attest+Standards/Auditing+Standards+Board/.
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Proposed Statement on Standards for Attestation Engagements
Regarding Reporting on an Entity's Internal Control Over Financial
Reporting
.127 In January 2006, the ASB issued a revised exposure draft of a pro
posed Statement on Standards for Attestation Engagements (SSAE) that would
supersede Chapter 5, "Reporting on an Entity's Internal Control Over Financial
Reporting," of SSAE No. 10, Attestation Engagements: Revision and Recodifi
cation (AICPA, Professional Standards, vol. 1, AT sec. 501), as amended. This
proposed SSAE establishes standards and provides guidance to the practitioner
who is engaged to issue or does issue an examination report on the effective
ness o f an entity's internal control over financial reporting as of a point in
time (or on an assertion thereon). As mentioned previously, in May 2007, the
PCAOB adopted Auditing Standard No. 5, which replaces Auditing Standard
No. 2. Knowing the forthcoming changes would be relevant to the revision of
AT section 501, the ASB previously decided to defer to issuance of a final re
vised AT section 501 until the PCAOB issued its amendments and the ASB had
time to consider them. The Internal Control Task Force of the ASB is responsi
ble for this revision. Readers may monitor progress on the AICPA Web site at
www.aicpa.org.
Proposed Amendment to SAS No. 69, The Meaning of Present Fairly in
Conformity With Generally Accepted Accounting Principles
.128 In May 2005, the ASB issued an exposure draft introducing a pro
posed SAS titled Amendment to Statement on Auditing Standards No. 69, The
Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles, for Nongovernmental Entities. This proposed SAS, which applies
only to nongovernmental entities, has been issued in response to the FASB's
proposed Statement o f Financial Accounting Standards titled The Hierarchy o f
Generally Accepted Accounting Principles. The FASB proposal moves responsi
bility for the GAAP hierarchy for nongovernmental entities from the auditing
literature (SAS No. 69 [AICPA, Professional Standards, vol. 1, AU sec. 411]) to
the accounting literature. The proposed SAS deletes the GAAP hierarchy for
nongovernmental entities from SAS No. 69. The ASB decided to coordinate the
provisions and effective date of this exposure draft with the proposed FASB
statement, which can be obtained at www.fasb.org. The ASB will issue its fi
nal SAS coincidentally with the FASB's and PCAOB's issuance of their final
standards.
Auditing Pipeline— Issuers
.129 Guidance issued by the PCAOB is included in the section of this alert
titled "Recent Auditing and Attestation Pronouncements and Related Guid
ance." For more information regarding recent developments at both the SEC
and PCAOB, readers may refer to the SEC and PCAOB Alert—2007/08 (prod
uct no. 022498kk), mentioned previously.
Accounting Pipeline
.130 Presented below are accounting projects and pronouncements cur
rently in process. Some of the proposed pronouncements discussed in the prior
year alert have not been finalized as of the date of this writing, and thus are
included again.
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Business Combinations
.131 Phase one of the business combination project resulted in the is
suance of FASB Statement No. 141, Business Combinations, and FASB State
ment No. 142, Goodwill and Other Intangible Assets. In those statements, the
FASB eliminated the use of the pooling o f interests method of accounting for
business combinations and addressed purchase accounting guidelines for ac
quired intangible assets and goodwill and goodwill impairment. The objective
of phase two of this project is to standardize business combination accounting
through the convergence of the FASB and International Accounting Standards
Board (IASB) accounting standards and by reconsidering the existing guidance
for the purchase method of accounting for business combinations. Among the
main proposals are the following:
•

All acquisitions of businesses be measured at the fair value of the
business acquired.

•

Substantially all the assets acquired and liabilities assumed of the
acquired business be recognized and measured at their fair values
at the acquisition date.

•

Entities that follow U.S. GAAP and international standards apply
substantially the same accounting requirements for their business
combinations.

.132 In June 2005, the FASB and IASB issued a number of exposure drafts,
for which comment periods ended in October 2005. Redeliberations began in
January 2006 and were completed in June 2007. FASB and IASB expect to
issue final statements during the fourth quarter o f 2007. Four standards are
expected to be issued:
•

Proposed FASB Statement No. 141(R) and International Financial
Reporting Standard (IFRS) No. 3(R), Business Combinations

•

Proposed FASB Statement No. 160, Consolidated Financial State
ments, Including Accounting and Reporting o f Noncontrolling In
terests in Subsidiaries

•

Proposed International Accounting Standard (IAS) Statement No.
27(R)

.133 Readers should remain alert to the final issuances and visit the FASB
Web site for further information.
Fair Value
.134 During phase one of the FASB's fair value option project, the FASB
issued FASB Statement No. 159, which was previously discussed. In phase
two o f the project, the FASB will consider allowing the fair value option for
certain nonfinancial assets and nonfinancial liabilities and deposit liabilities of
depository institutions, which are excluded from the scope o f FASB Statement
No. 159. Deliberations on phase two are expected to begin in the third quarter
o f 2007. Readers should remain alert to developments by visiting the FASB
Web site.
Derivative Disclosures
.135 In December 2006, the FASB issued an exposure draft titled Dis
closures about Derivative Instruments and Hedging Activities—an amendment
o f FASB Statement No. 133. The comment period for this exposure ended in
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March 2007, and the FASB has begun redeliberations to consider significant
issues raised by respondents. The objective of this project is to provide guidance
on enhanced disclosure requirements and balance sheet and income statement
display o f derivatives accounted for in accordance with FASB Statement No. 133
including how and why an entity uses derivative instruments; how derivative
instruments and related hedged items are accounted for under FASB Statement
No. 133; and how derivative instruments affect an entity's financial position,
results of operations, and cash flows. Readers can monitor the progress o f this
project on the FASB Web site.

Transfers of Financial Assets
.136 The FASB is working on a project to amend FASB Statement No.
140, Accounting for Transfers and Servicing o f Financial Assets and Extin
guishments o f Liabilities—a replacement o f FASB Statement No. 125, to address
issues related to the permitted activities of a qualifying special-purpose entity
(QSPE), isolation criteria, and other issues that arose during redeliberations on
the amendment of FASB Statement No. 140 to improve comparability o f finan
cial statements. In August 2005, the FASB issued exposure draft, Accounting
for Transfers o f Financial Assets, which was a revision of a June 2003 exposure
draft. During 2007, the FASB expects to address issues related to the permitted
activities of a QSPE and then issue another exposure draft during the fourth
quarter of 2007 containing potential amendments to FASB Statement No. 140.
See the FASB Web site for complete information.

Earnings Per Share
.137 The FASB and IASB have been working together to resolve differ
ences between FASB Statement No. 128, Earnings per Share, and IAS State
ment No. 33, Earnings per Share. This project is part of the larger FASB project,
Short-term International Convergence, which has resulted in the issuance of
a number of FASB Statements. Currently the FASB and IASB are addressing
significant differences that remain relating to instruments that can be settled
in cash or shares and are classified as a liability on an entity's balance sheet.
The FASB and IASB are considering modifications to the treasury stock method
and several scoping issues in which either the FASB and IASB has issued or
may issue more detailed implementation guidance on earnings per share that
may create a convergence difference. The FASB and IASB are expected to is
sue an exposure draft for public comment during the third quarter of 2007.
This exposure draft will be the third exposure draft the FASB has issued on
the earnings per share project. The project and current exposure draft can be
reviewed on the FASB Web site.

FASB Codification and Retrieval Project
.138 The goal of this FASB project is to create a single, authoritative cod
ification o f U.S. GAAP. The codification will integrate and topically organize
all relevant accounting guidance issued by the U.S. standard setters (FASB,
AICPA, EITF, and the SEC). The codification will have a three layered struc
ture: topic, subtopic, and section. The FASB has structured the topics into
three primary areas: overall presentation, transactional (or financial state
ment account), and industry. The overall presentation area addresses presen
tation o f financial information but does not address items such as recognition,
measurement, or derecognition. The transactional or financial statement ac
count area addresses accounting recognition, measurement, or derecognition.
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The industry area includes guidance unique to the industry. A codification
draft is expected in 2007 and will have an extended verification period to en
sure that it accurately reflects U.S. GAAP. Once the FASB addresses respon
dent comments, the codification will become the single authoritative source
of U.S. GAAP and will supersede all existing standards. Readers can track
progress of the Codification and Retrieval Project on the FASB Web site at
w ww.fasb.org/project/codification&retrieval _project.shtml.

GAAP Hierarchy
.139 This proposed statement would identify the sources o f accounting
principles and the framework for selecting the principles to be used in the
preparation of financial statements of nongovernmental companies that are
presented in conformity with U.S. GAAP (or the GAAP hierarchy). The GAAP
hierarchy is currently presented in AICPA SAS No. 69. However, the FASB
believes that the GAAP hierarchy should be directed specifically to companies
because it is the company, not the auditor, which is responsible for selecting
its accounting principles for financial statements. Accordingly, the FASB con
cluded that the GAAP hierarchy should reside in the accounting literature
established by the FASB. The FASB decided to carry forward the GAAP hier
archy as set forth in SAS No. 69, subject to certain modifications. The FASB
staff will coordinate with the AICPA (as previously discussed in the "Audit
ing Pipeline—Nonissuers" section) to ensure that each of the documents has
a uniform effective date. Readers should be alert for the issuance o f a final
statement.
Proposed FASB EITFs and FSPs
.140 Proposed FASB EITF Issues. Numerous open issues are un
der deliberation by the EITF. Readers should visit the FASB Web site at
www.fasb.org/eitf/agenda.shtml for complete information.
.141 Proposed FSPs. A number of proposed FSPs are currently in
progress. Readers should visit the FASB Web site at www.fasb.org/fasb_staff_
positions/ for complete information.

Resource Central
.142 The following are various resources that practitioners engaged in the
construction industry may find beneficial.
Publications
.143 Practitioners may find the following publications useful with respect
to the construction industry:
•

Audit and Accounting Guide Construction Contractors (2007)
(product no. 012587kk)

•

Audit Guide Analytical Procedures (2007) (product no. 012557kk)

•

Audit Guide Assessing and Responding to Audit Risk in a Finan
cial Statement Audit (2006) (product no. 012456kk)

•

Audit Guide Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities (2007) (product no. 012527kk)

•

Audit Guide Auditing Revenue in Certain Industries (2007) (prod
uct no. 012517kk)
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•

Audit Guide Audit Sampling (2007) (product no. 012537kk)

•

Audit Guide Service Organizations: Applying SAS No. 70, as
Amended (2007) (product no. 012777kk)

•

AICPA Audit Risk Alert—2007/ 08 (product no. 022338kk)

•

Compilation and Review
022308kk)

•

Independence and Ethics AICPA/Alert—2007/08 (product no.
022478kk)

•

Audit Risk Alert SEC and PCAOB Alert—2007/08 (product
no. 022498kk)

•

Audit Risk Alert Understanding the New Auditing Standards Re
lated to Risk Assessment (product no. 022526kk)

•

A udit Risk Alert Understanding SAS No. 112 and Evaluating Con
trol Deficiencies (product no. 022536kk)

•

Checklist Supplement and Illustrative Financial Statements for
Construction Contractors (product no. 008928kk)

•

Audit and Accounting Manual (2007) (product no. 005137kk)

•

Accounting Trends & Techniques, 61st Edition (product no.
009899kk)

AICPA!Alert—2007/08 (product no.

AICPA reSOURCE: Accounting and Auditing Literature
.144 The AICPA has created your core accounting and auditing library
online. AICPA reSOURCE is now customizable to suit your preferences or your
firm's needs. Or, if you prefer to have access to the entire library, that is available
too. Get access—anytime, anywhere—to the AICPA's latest Professional Stan
dards, TPAs, Audit and Accounting Guides (more than 20), Audit Risk Alerts
(more than 15), and Accounting Trends & Techniques. To subscribe to this es
sential online service for accounting professionals, go to www.cpa2biz.com.
Continuing Professional Education
.145 The AICPA offers a number of continuing professional education
(CPE) courses that are valuable to CPAs working in public practice and in
dustry, including the following:
•

•

AICPA's Annual Accounting and Auditing Update Workshop (2007
Edition) (product no. 736183kk [text] or 187191 [DVD]). Whether
you are in industry or public practice, this course keeps you cur
rent and informed and shows you how to apply the most recent
standards.
SEC Reporting (product no. 736774kk [text] or 186755 [DVD]).
Confidently comply with the latest SEC reporting requirements
with this comprehensive course. It clarifies new, difficult, and im
portant reporting and disclosure requirements while giving you
examples and tips for ensuring compliance.

.146 Among the many courses, the following are specifically related to the
construction industry:
•

ARA-CON .144

Construction Contractors: Accounting Auditing and Tax (product
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provides a thorough industry overview and includes AICPA au
thoritative publications. Content is tailored to the needs o f both
practitioners and industry financial professionals.
•

Construction Contractors Advanced Issues (product no. 731993kk).
Get hands-on advice on the accounting, audit, and tax issues that
make the construction industry a high risk client. Address difficult
issues such as look back calculations, measuring progress o f con
struction contracts, and overhead allocations. Enhance your skills
today to reduce the risk of your next construction engagement.

.147 Visit www.cpa2biz.com for a complete list of CPE courses.
Online CPE
.148 AICPA CPExpress (formerly AICPA InfoBytes), offered exclusively
through CPA2Biz.com, is AICPA's flagship online learning product. AICPA CPExpress now offers a free trial subscription to the entire product for up to 30
days. AICPA members pay $149 for a new subscription and $119 for the annual
renewal. Nonmembers pay $369 for each. Divided into 1-credit and 2-credit
courses that are available 24 hours a day, 7 days a week, AICPA CPExpress
offers hundreds of hours o f learning in a wide variety of topics. Some topics of
special interest to the construction industry include the following:
•

Construction Contractors: Audit Risks in the Construction
Industry

•

Construction Contractors: The Industry and Its Accounting

•

Construction Contractors: Sureties, Audit Planning and Prelimi
nary Analytical Procedures

.149 To register or learn more, visit www.cpa2biz.com.
Webcasts
.150 Stay plugged in to what is happening and earn CPE credit right
from your desktop. AICPA Webcasts are high quality, two-hour CPE programs
that bring you the latest topics from the profession's leading experts. Broadcast
live, they allow you to interact with the presenters and join in the discussion.
If you cannot make the live event, each Webcast is archived and available on
CD-ROM.
CFO Quarterly Roundtable Series
.151 The CFO Quarterly Roundtable Webcast Series, brought to you each
calendar quarter, covers a broad array of "hot topics" that successful organi
zations employ and subjects that are important to the CFO's personal success.
From financial reporting and budgeting and forecasting to asset management
and operations, the roundtable helps CFOs, treasurers, controllers, and other
financial executives excel in their demanding roles.

SEC Quarterly Update Series
.152 The SEC Quarterly Update Webcast Series, brought to you each cal
endar quarter, showcases the profession's leading experts on what is "hot" at the
SEC. From corporate accounting reform legislation and new regulatory initia
tives to accounting and reporting requirements and corporate finance activities,
these hard-hitting sessions will keep you "plugged in" to what is important. A

ARA-CON .152

42

Audit Risk Alert
must for preparers in public companies and practitioners who have public com
pany clients, this is the place to be when it comes to knowing about the areas
of current interest at the SEC.

Mem ber Service Center
.153 To order AICPA products, receive information about AICPA activities,
and find help on your membership questions, call the AICPA Service Operations
Center at (888) 777-7077.
Hotlines
Accounting and Auditing Technical Hotline
.154 Do you have a complex technical question about GAAP, other compre
hensive bases of accounting, or other technical matters? If so, use the AICPA's
Accounting and Auditing Technical Hotline. AICPA staff will research your
question and call you back with the answer. You can reach the Technical Hot
line at (888) 777-7077.
Ethics Hotline
.155 In addition to the Technical Hotline, the AICPA also offers an Ethics
Hotline. Members of the AICPA's Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to the application
of the AICPA Code o f Professional Conduct. You can reach the Ethics Hotline
at (888) 777-7077.

Industry Conference
.156 The National Construction Industry Conference is held in early win
ter in Las Vegas, NV. This conference is a two-day event for CPAs, CFOs, con
trollers, and members o f the surety industry who serve the construction indus
try. It provides a national perspective from industry leaders about the latest
construction industry trends and recent compliance issues. For further infor
mation about the conference, call (888) 777-7077 or visit www.cpa2biz.com.
AICPA CAQ
.157 The CAQ (formerly the Center for Public Company Audit Firms)
was created to serve investors, public company auditors, and the markets. The
CAQ's mission is to foster confidence in the audit process and to aid investors
and the capital markets by advancing constructive suggestions for change
rooted in the profession's core values of integrity, objectivity, honesty, and trust.
.158 To accomplish this mission, the CAQ works to make public company
audits even more reliable and relevant for investors in a time of growing finan
cial complexity and market globalization. The CAQ also undertakes research,
offers recommendations to enhance investor confidence and the vitality of the
capital markets, issues technical support for public company auditing profes
sionals, and helps facilitate the public discussion about modernizing business
reporting. The CAQ is a voluntary membership center that supports member
firms that audit or are interested in auditing public companies with educa
tion, communication, representation, and other means. To learn more about
the CAQ, visit http://thecaq.aicpa.org.
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Industry W eb Sites
.159 The Internet covers a vast amount of information that may be valu
able to auditors of construction companies, including current industry trends
and developments. Some of the more relevant sites for auditors with construc
tion clients include those shown in the appendix o f this alert. The construction
practices of some of the larger CPA firms may also contain industry-specific
auditing and accounting information that is helpful to auditors.
.160 This Audit Risk Alert replaces Construction Contractors Industry
Developments—2006/07.
.161 The Audit Risk Alert Construction Contractors Industry
Developments—2007/08 is published annually. As you encounter audit
or industry issues that you believe warrant discussion in next year's Audit
Risk Alert, please feel free to share them with us. Any other comments that
you have about the Audit Risk Alert would also be appreciated. You may e-mail
these comments to ccole@aicpa.org or write to:
Christopher Cole, CPA CFE
AICPA
220 Leigh Farm Road
Durham, NC 27707-8110
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Appendix—Additional W eb Resources
.162 Here are some useful Web sites that may provide valuable informa
tion to auditors and accountants.
Web Site Name

Content

Web Site

American
Institute of CPAs
(AICPA)

Summaries of recent
auditing and other
professional standards
as well as other AICPA
activities

www.aicpa.org
www.cpa2biz.com

AICPA
Accounting
Standards
Executive
Committee
(AcSEC)

Issues SOPs, guides,
Practice Bulletins
containing financial,
accounting, and
reporting
recommendations,
among other things

www.aicpa.org/Professional+
Resources/Accounting+and+
Auditing/Accounting+
Standards

AICPA
Accounting and
Review Services
Committee
(ARSC)

Develops and issues
review and compilation
standards and
interpretations

www.aicpa.org/Professional+
Resources/Accounting+and+
Auditing/Audit+and+Attest+
Standards/Accounting+and+
Review+Services+Committee

AICPA
Professional
Issues Task Force
(PITF)

Accumulates and
considers practice
issues that appear to
present concerns for
practitioners and for
disseminating
information or
guidance, as
appropriate, in the
form of practice alerts

www.aicpa.org/Professiona+
Resources/Accounting+and+
Auditing/Audit+and+Attest+
Standards/Professional+
Issues+Task+Force

AICPA
Governmental
Audit Quality
Center (GAQC)

Information and
updates on the latest
information relating to
governmental auditing,
particularly for audits
performed under
Government Auditing
Standards and OMB
Circular A -133

www.aicpa.org/GAQC

Economy.com

Source for analysis,
data, forecasts, and
information on the
United States and
world economies

www.economy.com
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Weft Site Name

Content

Web Site

The Federal Reserve
Board

Key interest rates

www.federalreserve.gov

Financial
Accounting
Standards Board
(FASB)

Summaries o f recent
accounting
pronouncements and
other FASB activities

www.fasb.org

USA.gov

Portal through which
all government agencies
can be accessed

www.usa.gov

Government
Accountability Office
(GAO)

Policy and guidance
materials, reports on
federal agency major
rules

www.gao.gov

Governmental
Accounting
Standards Board
(GASB)

Summaries of recent
accounting
pronouncements and
other GASB activities

www.gasb.org

General Printing
Office Access

Provides links to search
the Code of Federal
Regulations, Federal
Register, and Public
Laws

www.access.gpo.gov

International
Accounting
Standards Board
(IASB)

Summaries of
International Financial
Reporting Standards
and International
Accounting Standards

www.iasb.org

International
Federation of
Accountants (IFAC)

Information on
standards -setting
activities in the
international arena

www.ifac.org

Public Company
Accounting
Oversight Board
(PCAOB)

Information on
accounting and
auditing the activities
of the PCAOB and
other matters

www.pcaob.org

Securities and
Exchange
Commission (SEC)

Information on current
SEC rulemaking and
the EDGAR database

www.sec.gov
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